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Federal Taxation. MR. JOHNSON was 
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gressional committee in revising the 
partnership provisions of the Internal 
Revenue Code. 


An integrated work reflecting the con- 
clusions reached on thousands of indi- 
vidual questions, by two of the country’s 
most respected tax authorities. 

Each concise and carefully honed 
statement incorporates the net effect of: 
(1) What the statutes say, (2) What 
the decisions say, (3) What the Regula- 
tions say and (4) How the Treasury has 
chosen to apply the law to specific cir- 
cumstances in its Rulings. 

Arranged by subject. Related topics 
are treated together where the inter- 
relationships are apparent. Thus, only 
one place to look for all facets of a 
problem—and everything easy to locate 
by means of synopsis paragraphs and 
some 7,000 catchlines. 

Always to date by means of loose 
leaf replacement pages. Also included 
is the R & J Newsletter, Taxes Today. 
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methods. They include all the interlock- 
ing considerations that must be worked 
into completely integrated legal ar- 
rangements. 

The language covering the tax in- 
volvements is necessarily precise. The 
reasons in back of this precise language 
are always explained. 

The forms are grouped according to 
the problem involved. They cover the 
wide range of subjects normally en- 
countered in an active practice. 

The general practitioner, when work- 
ing up any paper for a client, uses this 
set to assure a pattern contrived to take 
advantage of any possible tax econom- 
ies. He is also assured that a search of 
the situation has been made for any 
possible tax traps. 
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Purchased goodwill and leaseholds, 


licenses and covenants not to compete 


by ROBERT J. McDONALD 


The inability of the courts, the IRS and accountants to develop a clear and com- 


prehensive concept of goodwill has led to illogic and confusion in the taxation 


of created and purchased goodwill. Mr. McDonald analyzes recent rulings on TV 


network and other contract and license amortizations and on covenants not to com- 


pete in the light of the leading cases and points out some disturbing errors here. 


I GOODWILL CAN BE SAID to exist in an 
elemental state free of trademarks, 
leaseholds, or other intangibles, it is a 
result created generally because of ad- 
vertising and promotion, superiority or 
uniqueness of product, secret formulae, 
training of employees, or a combination 
of these elements. If so born, the ex- 
penses of its prenatal care and its birth 
are probably deductible even though 
the expenditures create a capital asset. 

In the normal case, the expenses of 
creating or developing an asset, such as 
advertising expenses are ordinary and 
necessary when they represent expendi- 
tures for newspaper, magazine or bill- 
board displays, letters, circulars, and 
similar promotional materials. 

In E. H. Sheldon & Co. (214 F.2d 655), 
involving the deduction of expenses to 
prepare a catalog, the court said: 

“Our present problem is accordingly 
. is to be 
considered as an ordinary and necessary 
business expense in the nature of adver- 
tising, or whether it should be properly 


whether the catalog expense . . 


considered as a capital expenditure.’ 

The court then went on to state that: 

“The rule also appears well settled 
that such an expense cannot be capi- 
talized by the taxpayer in the absence 
of evidence showing with reasonable 
certainty the benefits resulting in later 
years from the expenditure. . . . In 
Northwestern Yeast Co., . . . the Board 
refused to allocate a portion of such ex- 
pense to capital account, because the 
evidence failed to disclose what a fair 


allocation should be, saying: ‘But as to 
this the Board has no knowledge of the 
probabilities and there is no proof. It is 
not a matter of judicial notice, and we 
are not permitted to guess.’”’ 

This principle that the expense of 
creating or developing an asset must be 
deducted currently because “any allo- 
cation between capital and expense... 
would be a mere estimate” is certainly 
odd when contrasted with the tax rules 
for depreciating purchased goodwill. If 
these same principles were applied con- 
sistently to purchased goodwill, as they 
should be, the cost should be deductible 
immediately, or depreciable over some 
reasonable number of future years even 
though it may be impossible to correlate 
accurately the deduction for deprecia- 
tion with the revenues resulting from 
the asset being depreciated. The rule for 
purchased goodwill like the rule for 
created goodwill should recognize that, 
while the exact lifespan of goodwill can- 
not be reckoned with actuarial certainty, 
goodwill has a limited life. 


Research and development 


In similar areas involving expenses to 
create intangibles, the Code is more 
lenient and has codified the right to 
elect between a current deduction and 
a deferred charge to be amortized over a 
designated and somewhat arbitrary 


period. Section 174, for example, pro- 
vides that a taxpayer may elect to treat 
research and experimental expenditures 
in connection with his trade or business 





to create or develop patents, secret for- 
mulae, engineering data, and other simi- 
lar intangible assets as expenses not 
chargeable to capital account. Expendi- 
tures so treated are allowed as a deduc- 
tion. Furthermore, at the taxpayer's elec- 
tion in accordance with the Regulations, 
research and experimental expenditures 
paid or incurred in trade or business 
which are chargeable to capital account 
(but not to property of a character sub- 
ject to an allowance under Sections 167 
or 611), and which are not currently ex- 
pensed, may be treated as deferred ex- 
penses to be written off as the taxpayer 
may elect over a period not less than 
sixty months. 


- Trademarks 


Expenditures to create and develop 
the real value of a trademark have long 
been deductible as ordinary and neces- 
sary business expenses. However, prior 
to the enactment of Section 177(b), the 
lesser expenses of actually acquiring a 
trademark registration, including the 
legal fees in connection therewith, were 
not considered ordinary and necessary 
business expenses, but expenses of ac- 
quiring a capital asset which had to be 
capitalized. Section 177(b), which par- 
tially erases the significance of this dis- 
tinction, provides that any trademark or 
trade name expenditures may at the 
election of the taxpayer be treated as 
deferred expenses to be deducted ratably 
over a period of not less than sixty 
months. For the purposes of the section, 
the term “trademark or trade name ex- 
penditures” means an expenditure di- 
rectly connected with the acquisition, 
protection, expansion, registration (fed- 
eral, state, or foreign), or defense of a 
trademark or trade name which is 
chargeable to capital account, and which 
is not part of the consideration paid for 
a trademark, trade name, or business. 
Note that here, too, the purchased in- 
tangible continues to be subjected to 
illogical discrimination. 

Section 177 was enacted for what 
seems to be an unusual purpose. Accord- 
ing to the Senate Finance Committee 
Report, small corporations had _ to 
capitalize certain expenditures such as 
legal fees of outside counsel in acquiring 
trademarks; however, large corporations 
were able to absorb or hide these costs 
as business expenses by employing their 
own legal staffs. This section was thus 
enacted to cure the hardship imposed 
upon companies whch were not large 
enough to employ house counsel. Since 
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Section 177 permits the deduction of 
expenses which theretofore had to be 
capitalized, it will undoubtedly encour- 
age trademark litigation. In Food Fair 
of Virginia, Inc. (14 TC 1089), the Tax 
Court held that litigation expenses in 
connection with the defense of trade- 
marks must be capitalized, apparently 
on the theory that such an action in- 
volved title to property. The concept re- 
quiring capitalization of expenditures 
involving legal title to property has be- 
come engrained in the federal tax law 
without rhyme or reason. While the legal 
title to a trademark may be put in issue 
in some cases, the real controversy in- 
volves the question of who is entitled 
to the customer acceptance of goods or 
services identified by the trademark. It 
is evident that the value of this cus- 
tomer acceptance is part of the value of 
the trademark and not of goodwill as- 
sociated with the trademark. Therefore, 
since expenditures to build up this value 
are deductible, expenditures to protect 
the value should also be deductible. 


Enhancement v. acquisition 

As indicated above, expenditures to 
enhance, build up, or protect goodwill 
are deductible whereas expenditures to 
acquire goodwill must be capitalized. 
The rule is simply stated but very diffi- 
cult to apply in practice, especially in 
view of some of the distinctions made 
by the courts. Unusual expenditures to 
prevent or overcome adverse effects upon 
a business, such as loss of reputation, 
impairment of customer relations, or ac- 
tivities that threaten the continuance of 
the business, are deductible subject to 
the proviso that no capital asset is ac- 
quired by the expenditure. For example, 
the court in 


7 


Dunn & McCarthy, Inc. 
(139 F.2d 242) found that payments by 
a corporation of it insolvent president's 
debts to preserve its business reputation 
with its customers and employees were 
allowable deductions. No question was 
raised concerning the title to property 
as in the trademark protection cases. 
Similarly, payments by a parent com- 
pany of the debts of its subsidiary which 
had undergone a bankruptcy reorganiza- 
tion were allowed as a deduction where 
the name, business, and creditors of the 
subsidiary were closely related to those 
of the parent corporation. The theory 
of the allowance was that the parent 
company was protecting its business 

However, in Welch (290 
U.S. 111), the Supreme Court reached 
an unusual result and indicated the hair- 


reputation. 


line distinction between costs of creat- 
ing, protecting, and enhancing goodwill 
on the one hand, and those to acquire 
goodwill, on the other. 

The question involved, as Mr. Justice 
Cardozo put it, is “whether payments 
by a taxpayer, who is in business as a 
commission agent, are allowable deduc- 
tions in the computation of his income 
if made to the creditors of a bankrupt 
corporation in an endeavor to strengthen 
his own standing and credit.” The tax- 
payer had paid the debts of another as 
in the two cases previously mentioned 
in order to enhance, protect, preserve, 
or create his own reputation or good- 
will. But, despite the rule which has con- 
sistently allowed a deduction for adver- 
tising and promotional expenses which 
create new customers and a deduction 
to preserve business reputation or credit, 
the Court denied the deductions on 
the theory that they “came closer to 
capital outlays than to ordinary and 
necessary expenses in the operation of 
a business.” Presumably, they were not 
“to strengthen his [taxpayer's] own 
credit,” but rather to 
acquire standing and credit. It is never 
made clear how you can acquire “‘stand- 
ing and credit” without strengthening 
“standing or credit.” If there is a dis- 
tinction, it is hard to grasp. 

In another case, the Fourth Circuit 
discussed the difference between ex- 
penditures to obtain new customers and 
those to maintain old, and denied the 
deduction for all of the expenditures 
upon failure of the taxpayer to show 
what part of the money was to retain 
old customers. (Houston Natural Gas 
Corp., 90 F.2d 814). Here a taxpayer 
spent large sums on solicitors who were 
“to keep informed concerning prospec- 
tive customers, to try to sell gas service 
to the same, cultivate and maintain the 
goodwill of old customers as well as 
prospective new customers,” and many 
similar activities. The court said: 

“But an intensive campaign to get new 
customers at any time gives rise to capi- 
tal expenditures, and the time when 
such expenditures might be incurred is 
not confined to the early or formative 
stages of a company, as the taxpayer 
here contends. ... 

“Undoubtedly a part of the expendi- 
tures in question were made to retain 
old customers, but the record is wholly 
devoid of any evidence to show what 
part of the money so expended was to 
keep old customers and what part was 
used to get new customers.” 


standing and 


259 


[Mr. McDonald is a partner in the New 
York law firm of Sullivan & Cromwell. 
This article is drawn from a longer, fully 
footnoted paper on “Goodwill and the 
Federal Income Tax,’ which appeared 
in the Virginia Law Review, Volume 45}. 
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If this case is right, apparently all ad- 
vertising and promotional expenses 
would have to be allocated between 
existing customers and prospective cus- 
tomers to be deductible. Conceptually, 
it seems almost impossible to distinguish 
in logic or in fact between deductible 
expenditures for the development and 
creation of reputation or customer ac- 
ceptance and non-deductible expendi- 
tures for the purchase of reputation by, 
and customer acceptance of, a new busi- 
ness which does not start out by acquir- 
ing another going concern. In addition, 
it is hard to envisage a purchase of good- 
will, or intangibles customarily included 
under that label, without a seller, and 
certainly in the latter situation it is 
difficult to identify the seller of the 
capital asset which is purportedly ac- 
quired. 


Identification of intangibles 


Every time a purchaser pays more for 
a going business than the book value of 
the assets on the books of the seller, it 
should not be concluded that intangible 
assets have been purchased. For exam- 
ple, consider a corporation owning a 
large having an 
original cost of $1,000,000 and a depre- 
ciated basis of $700,000 which it sells 
for $1,200,000 subject to existing leases. 
It probably would never be suggested 
that such a sale includes a sale of good- 
will or other intangibles even though 
part of the reason why the purchaser is 
willing to pay that price for the build- 
ing is because of the leases; rather the 
entire purchase price would undoubted- 
ly be allocated to the building. It may be 
here that an apportionment could prop- 
erly be made between the physical prop- 
erties and the intangibles if the intangi- 
bles give special values to the business 
not otherwise present. If such were the 
case, it would be abundantly clear that 
the intangible values could only be at- 
tributable to favorable leases and could 
not be attributable to goodwill. 

The real difficulties arise when the 
aggregate price paid for a business is 


business building 





SUPREME COURT ARGUMENTS in 
Hertz, Evans & Massey (involving depre- 
ciation) are reported on p. 319, this issue. 








260 + The Journal of Taxation 
such that it cannot upon any theory be 
allocated completely to physical assets. 
Unfortunately there has been a tendency 
in such circumstances to consider that 
the purchaser has acquired an asset 
called goodwill. The courts have often 
attempted to analyze exactly what in- 
tangibles have been acquired by a pur- 
chaser, but generally they have been in- 
hibited by some desire to explain that 
certain not 
goodwill without any attempt to explain 
what is meant by goodwill. 


intangibles acquired are 


In this connection the case of Devoy & 
Kuhn Coal & Coke Co. (23 BTA 1335, 
rev'd. 66 F.2d 1012) is most interesting. 
The petitioner sold its retail business 
and retained its wholesale business. The 
value of the physical assets sold was $2,- 
143.17, and the the purchase price re- 
ceived was $36,510. The court said: 

“The difficulty we encounter is to as- 
certain and determine what petitioner 
sold, and what the purchaser bought in 
that deal. Did the purchaser only elim- 
inate a formidable competitor? There is 
no evidence to indicate whether or not 
the purchaser operated the retail busi- 
ness, after the deal, from the same yard 
or stand; whether or not it acquired the 
right to use and did use the name of 
Devoy and Kuhn Coal and Coke Com- 
pany, or that it acquired the right to use 
the trade-mark, ‘Economy Coal’; nor is 
there evidence that a list of old 
patrons was furnished the purchaser. 
The record is ominously silent on what 
was included in the deal. The contract 
of sale and purchase is not before us. 

“It is clearly evidenced by the record 
that petitioner continued in the whole- 
sale part of its business after the deal. 
The record therefore indicates that the 
purchaser accomplished nothing and got 
nothing by the deal (other than a small 
amount of physical assets) except to 


any 


eliminate a competitor. Elimination of 
a compétitior is not equivalent to acqui- 
sition of good will, as that term is used 
in questions of the kind we now have 
under consideration.” 

In Estate of Henry A. Maddock (16 
TC 324), the Commissioner argued that 
the decedent’s partnership interest sold 
to a surviving partner at a price pre- 
viously agreed upon by the partners was 
not fairly representative of the fair mar- 
ket value of the decedent’s interest be- 
cause it did not include the factor of 
goodwill. The court held for the tax- 
payer, suggesting that there can be no 
goodwill purchased if it cannot be trans- 
ferred. Here, too, the court looked at 
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the transaction from the point of view 
of what was purchased: 
“{I)n fixing the value of the good will 
.. it is equally important to recog- 
nize that good will exists as a valuable 
asset only as an integral part of a going 
business and cannot be sold, donated, or 
devised apart from the going business in 
which it was developed and to which it 
is thereafter inseparably attached. .. . 
“Thus, where a dispute as to the fair 
market value of a business interest re- 
volves around the existence and the 
value of good will, it is necessary to de- 
termine whether the business possessed 
good will of any appreciable value and 
whether the nature of the business and 
the circumstances surrounding its own- 


ership and operation were such that 


whatever good will it may have possessed 
could have survived the transfer of all 
or a fractional part of the going busi- 
ness.” 

While the court may not have known 
what goodwill was, it certainly knew 
what goodwill was not and reached the 
correct result. In so doing, the court 
found that the success of the partnership 
business was dependent to a large extent 
upon the ability and experience of its 
salesmen who had been employed in the 
business on an average of thirty years. 
It noted that upon the death or with- 
drawal of either partner the business 
would be deprived of his business ability 
and any goodwill attributable to his 
presence therein. Thus, the court found 
that the large earnings were due to the 
efforts of the partners and to the exer- 
cise of their business judgment which in 
no way related to goodwill. 


Professional man’s goodwill 


Similarly, Rev. Rul. 57-480 states that 
where the business of a professional man 
or firm, or any business dependent upon 
professional skill, is sold without assign- 
ment of the right to the exclusive use of 
the name, no portion of the sales price 
is to be treated as the proceeds from the 
sale of goodwill. What asset would the 
purchaser be receiving for that portion 
of the purchase price in excess of the 
value of the physical assets? Generally, 
the purchaser would be acquiring a 
covenant not to compete or client’s lists, 
including the right to represent clients 
on unfinished assignments. Perhaps this 
latter right would be better considered 
as part of a covenant not to compete. 
The ruling suggests that if the right to 
the exclusive use of the name had been 
assigned, there would have been a pur- 


chase of goodwill. The conclusion to be 
drawn, if this inference is correct, is that 
goodwill is the exclusive right to use a 
name. This conclusion is hard to accept. 
The asset would not be goodwill; it 
would be the name and the right to use 
it. This distinction is important because 
a loss may be claimed upon abandon- 
ment of a trademark or trade name even 
though the business may continue where- 
as a loss cannot be claimed in respect 
of goodwill unless and until the busi- 
ness to which it attaches is abandoned. 


Covenants not to compete 


One of the more troublesome intangi- 
bles to identify and to value has been a 
covenant not to compete. Problems arise 
as to whether it is the only intangible 
present, or where it is one of several, 
how much of the price should be al- 
located to it. Here the determination 
takes on added significance since pay- 
ments by the purchaser of a business for 
a covenant of the seller not to compete 
result in ordinary deductions to the 
purchaser and ordinary income to the 
seller. 

In Devoy & Kuhn Coal & Coke Co., 
supra, the court made it clear that the 
purchaser effected the elimination of a 
competitor for the portion of the pu: 
chase price in excess of that attributabl: 
to the physical assets. Here the pur- 
chaser’s payment would seem to be more 
in the nature of an expenditure which 
removed an obstacle to the development 
of reputation and consumer acceptance 
of his products rather than a payment to 
acquire an asset of the seller, and like 
advertising and 
should be deducted immediately even 
though the benefits may continue for an 
indefinite period. 

In Wilson Athletic Goods Mfg. Co., 
13 CCH TCM 913 the Tax Court held 
that a covenant which was part of a gen- 
eral contract of sale of a business and 
had no portion of the purchase price 
specifically assigned to it could not be 
separated from goodwill and have a 
separate value assigned to it. The 
Seventh Circuit (222 F.2d 355) overruled 
the Tax Court and stated that 
immaterial whether the contract did or 


promotion expenses, 


“it is 


did not define a specified amount as the}.. . 


value of the covenant.” The allocation 
of the total purchase price by the pur- 
chaser in this case is interesting and 
significant, as is the period of amortiza- 
tion of the covenant. In this connection 
the court noted: 

“The total purchase price aggregated 
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$570,000 which included $270,000 for 
current assets, $157,307.70 for machinery, 
equipment, molds, lasts, patterns and 
dies and an additional $142,692.30, with 
which alone we are concerned on this 
appeal. At the time of the purchase the 
taxpayer entered upon its books alloca- 
tion of the latter expenditure as follows: 
‘Covenant Not to Compete $132,692.30; 
Good Will $10,000." We are specially 
concerned with the item of $132,692.30 
entered on petitioner's books as the pur- 
chase price of the covenant not to com- 
pete. The taxpayer, during the years in 
question, took depreciation on this item 
as a deduction, attributing to it a life of 
ten years.” 

\pparently, the court of appeals was 
primarily impressed by the state of the 
record: 

“From the uncontroverted evidence, 
then, it appears that the $132,000, as far 
as the petitioner was concerned, repre- 
sented the cost of the covenant not to 
compete. No finding to the coutrary is 
supported by the evidence. The tax 
court seems to think that, in order to 
justify treating the covenant as an in- 
tangible capital asset, the contract must 
have provided an express segregation of 
the $132,000 from the total purchase 
price as the value of the covenant.” 


Purchase contract not divisible 


In Toledo Blade Co. (11 TC 1079, 
affd. 180 F.2d 357), the court found that 
the purchase contract was not divisible 
ind that the total consideration was 
paid for the going business, including 
soodwill and a covenant not to compete. 
\t least the court recognized that good- 
will and a covenant not to compete were 
not the same thing. However, Judge 
Murdock, dissenting, stated: 

“Perhaps other provisions of the con- 
tract itself might lead a fact finder to 
conclude that the true cost was some- 
thing less than $780,000. But, however 
that may be, something was paid for 
that agreement and it is incumbent 
ipon this Court to determine what por- 
tion of the total consideration may prop- 
rily be regarded as the cost of the agree- 
ment not to compete for the purpose of 
allowing deduction under section 23(1). 
. . Judge Learned Hand said in Com- 
uissioner v. Maresi, 157 Fed. (2d) 929: 
The one sure way to do injustice in 
such cases is to allow nothing whatever 
the cannot tell 
how much to allow.’ That comment is 
apposite here, where the majority opin- 
ion allows no deduction for the exhaus- 


upon excuse that we 





tion of this contract not to compete, 
which contract obviously cost the peti- 
tioner a substantial amount of money.” 

In George H. Payne (22 TC 526, acq. 
1954-2CB 5), where the original con- 
tract for the purchase of stock failed to 
make an allocation of price to the coven- 
ant, the Tax Court, in holding that no 
portion of the purchase price was al- 
locable to the covenant, predicated its 
decision on more defensible grounds 
than in the Toledo Blade case by find- 
ing that the noncompetition agreement 
was incidental and had no real value. 
It may be that the taxpayer's position 
was harmed by the fact that a dollar 
value was assigned to the covenant in a 
later revised contract whereas no dollar 
value was so assigned in an earlier con- 
tract. In addition, the sellers did not live 
in the community where the business 
was conducted and had devoted only 
part time to business. 

While it may be difficult to ascertain 
how should be 
covenant, it is 


much allocated to a 


not too difficult to as- 
certain in certain cases that there is in 
fact no value to such a covenant, This 
would explain the Payne case but not 
Toledo Blade. If the business being pur- 
chased has trademarks accepted by con- 
sumers, valuable franchises, and a large 
organization with diversified customers, 
an allocation of part of the purchase 
price to a covenant not to compete 
would be unwarranted except in rare 
and unusual circumstances because the 
one to whom the covenant runs could 
not appreciably harm the business by 
competing. Such circumstances would 
occur when the one giving the covenant 
might be able to induce a major cus- 
tomer to switch allegiance to a competi- 
tor of the purchaser. Here, assignment 
of value to the covenant would seem to 
be justified. 

be, 


and should en- 


countered in allocating a value to a 


Trouble _ will, 
covenant where the person who gives it 
is old or sick and obviously retiring from 
business. Or again, if such person were 
a production man in a business with no 
secret formula or trade secrets, it would 
be the 
could have a Moreover, a 
covenant cannot be utilized to hide a 
payment for something else. In City Ice 
Delivery Co. (176 F.2d 347), taxpayer, 
organized as selling and delivering agent 
for its stockholder manufacturers, 
made payments to one stockholder in 
consideration of that stockholder ceas- 
ing manufacture, the use of a name, and 


difficult to see how covenant 


real value. 


ice 


Tax aspects of accounting + 261 


the privilege of selling to its former cus- 
tomers. This arrangement was held to be 
a device whereby certain other stock- 
holders with surplus production could 
make increased sales for their produc- 
tion. 


Contracts should specify 


If a covenant is intended to be an 
element of real value, it is generally pre- 
ferable for the purchaser to allocate a 
portion of the purchase price to the 
covenant in the agreement in the high- 
est amount possible, and to include a 
specific time during which the covenant 
will be operative. The Tax Court rules 
seem to provide tiat the cost of a 
covenant having a definite and limited 
term may be amoncized over such term 
while the cost of a covenant whose bene- 
fits are permanent and without duration 
cannot be amortized. This distinction 
has no practical meaning. Any covenant 
not to compete is usually made long 
enough so that the benefits intended to 
insure to the purchaser will be secured 
to him, and even if the covenant has a 
specified term, its benefits will un- 
doubtedly last beyond the period of the 
covenant. The cost of eliminating a 
competitor or the cost of a covenant 
which has no duration should be allowed 
as an immediate write-off or should be 
amortized over a reasonable period de- 
pending upon all of the facts and cir- 
cumstances. The amortization period of 
a covenant should not depend upon the 
duration of the benefits received by the 
purchaser, but rather upon the period 
during which seller’s forbearance from 
competing has importance since seller’s 
forbearance is the asset purchased. This 
would be consistent with the allowed 
amortization of the cost of contracts dis- 
cussed infra. Of course a purchaser may 
find that it is difficult to allocate a por- 
tion of the purchase price and to pro- 
vide for a fixed duration to the covenant 
in the agreement the 
seller’s desires are usually exactly op- 
posite to purchaser’s. He wishes to al- 
locate as little as possible to the co- 
venant because the amount received by 


sales because 


him for the covenant will usually be 
ordinary income. And if the price al- 
located to the covenant is paid in one 
year, he may be required to include it 
in income in that year. 

It has been suggested that if pay- 
ments for a covenant are made period- 
ically over the life of the covenant, it 
is evident that the payments are really 
for the covenant and not a disguise for 
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goodwill or some other intangible. The 
argument runs that when payments are 
made only as time passes, with the 
covenant earning the payments as long 
as it is not breached, it is clear that the 
parties really valued the covenant by 
the amount of such payments. This argu- 
ment is thin. If the person giving the 
covenant had no intention of compet- 
ing, he has no reluctance about giving 
it so long as he is willing to accept the 
payments as ordinary income which he 
might well do if he were in fact retiring. 
The period payment method, of course, 
has distinct advantages over the lump- 
sum payment method in that it seems to 
fix automatically the duration of a co- 
venant otherwise subject to amortiza- 
tion, and allows a taxpayer receiving 
the payments to defer reporting them as 
However, there 
is no logical reason why the period 


income until received. 
payment method should fix the time of 
deductions unless the period covered by 
the payments is accepted as the beneficial 
life of the covenant to the purchaser. 
In the last analysis, if the covenant is 
not a sham, value should be assigned to 
it on the books of the purchaser whether 
or not it is separately valued in the pur- 
chase contract and whether or not it is 
difficult to value. Furthermore, the pur- 
chaser should not accept the conclusion 
that the covenant is incidental to the 
acquisition of goodwill. If the covenant 
has a value, amortization should be 
allowed, but it must be recognized that 
the 


tween 


cases have made a distinction be- 


covenants with a duration and 
those without. If the period of its dura- 
tion is not spelled out in the purchase 
agreement, amortization ought to be 
allowed over a period during which 
seller’s forbearance from competition is 
valuable and not over a period during 
which purchaser may benefit from the 


forbearance. 


Leaseholds 


The acquisition of a business which 
has numerous leaseholds presents some 
interesting possibilities. Suppose Corpo- 
ration X purchases the business of Cor- 
poration Y consisting of a chain of gas 
stations on leased premises located along 
major highways. The physical assets of 
the business consist primarily of equip- 
Each of the 
products of one of the major oil com- 
panies. The station leases are relatively 
short term and the rentals are fair, with 
each lease including a percentage rent 
clause with renewal rights. Corporation 


ment. the stations sells 
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X pays Corporation Y an amount sub- 
stantially in excess of book value for the 
business. Is Corporation X entitled to 
allocate to its acquired leases all or sub- 
stantially all of the purchase price in 
excess of the appraised value of the 
equipment purchased even though such 
excess is substantial, and may it amortize 
the value so assigned over the lives of 
the leases? 

Corporation X is purchasing no valu- 
able name from Corporation Y, no 
franchises, no customer lists, no valuable 
data or know-how, no customer accept- 
ance of seller’s products, no valuable 
trade no covenant not to com- 
pete, and no trained work force. It is 
undoubtedly acquiring no goodwill of 
the oil companies whose trademarked 
products are being sold, and it would 
probably make no difference to the 
business if the brand of products sold 
at each particular station were changed. 
There is no element of customers’ ac- 
ceptance because most of the business 
is not repeat business, and if the location 
of any particular station were moved off 
a major highway, its business would 
virtually evaporate. Yet there is an 
intangible value present. This excess 
value must be attributed to the station 
locations and the locations in turn are 
dependent upon the leases. Therefore, 
the excess value should be allocated to 
the leases and amortized over their lives, 
including possible renewal periods. 

Substantially the same _ conclusion 
might be reached if the business pur- 
chased consists of a chain of supermar- 
kets and the purchaser is a large national 
grocery chain which, upon acquisition 


name, 


of the supermarkets, changes the name 
of each store. Here, too, it can probably 
be demonstrated that volume and trade 
depend primarily upon location of each 
store in relation to population, traffic, 
and number of stores in the area. That 
is not to say that if the purchaser does 
not tend the stores properly it will re- 
tain all of the customers merely because 
of location. In this instance also, a sub- 
stantial portion of the purchase price in 
excess of the appraisal value of physical 
assets might properly be considered as 
lease values. 


Network contracts 


A similar problem is encountered to- 
day in the field of television. Television 
businesses are being purchased at 
amounts which far exceed the value of 
the physical assets of the business. This 
excess is greater when the television sta- 


tion has larger, audience appeal because 
of a contract affiliating it with a na- 
tional television network. Under the 
regulations of the Federal Communica- 
tions Commission, network affiliation 
contracts are limited to a term of two 
years, but they contain a provision for 
automatic extension for an additional 
period of two years unless either party 


notifies the other that it does not wish | 


to renew at least six months prior to 
the end of the term or any renewal 
period. In Revenue Ruling 57-377, the 
Internal Revenue Service concluded that 
such a contract acquired as part of the 
business of a television broadcasting 
station does not qualify as property sub- 
ject to the allowance for depreciation 


’ under Section 167 of the Code. The rul- 


ing states specifically that it does not in- 


tend to cover the allocation of purchase | 


price to the contract, or the question of 
whether a deductible loss of such al- 
located cost is sustained if the contract 
is lost or abandoned. Let us assume, as 


appears to be uncontroverted, that such 


a contract has a substantial value. This 
value would be especially great in cities 
with more than three stations (i.e., one 
for each major network). Let us assume 


also that it is possible, although perhaps| 
difficult, to allocate with some degree of; 
accuracy a portion of the purchase price] 


to the network contract. 


Faulty analogy 


that loss of 
“affects a broadcast- 
ing station in the same manner that the 
loss of a good or principal customer 


The ruling states 
affiliation contract 


an 


affects other businesses.’’ In the context 
of the ruling, the station is compared to 
a seller and the network to its customer. 
The analogy is not good. Actually the 
sponsor of the program is the customer 
and the network and the station divide 
the proceeds of the sale. As in the gas 
station and supermarket examples where 
the leases constitute the items of value 
which control the flow of customers, in 
the broadcasting case the right to obtain 
top shows (i.e., the network affiliation 
contract) constitutes the item of value 
and it is the 
number of viewers which determines ulti- 


which attracts viewers, 


mately what sponsors will pay for a show. 

Even if the ruling’s view of the net- 
work affiliation contract were correct, 
the conclusion is patently 
wrong. If a portion of the purchase price 
may be allocated to the contract because 
it has value and it can be demonstrated 
that the contract has a definitely ascer- 
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tainable life, the cost represented by this 
allocation must be amortizable. These 
facts existing, the manner in which the 
loss of the contract affects the business, 
or whether such loss would be akin to 
the loss of goodwill, is wholly irrelevant. 

While we might quarrel over the exact 
value to be assigned to a network affilia- 
contract, no one would contend 
seriously that it did not have value. 
Thus, the only real question is the 
period of amortization. In commenting 


tion 


upon the amortization of the purchase 
price in Rev. Rul. 57-377, the Service 
Rev. Rul. 56-520, which 
holds that costs incurred to obtain a 
the Federal Communica- 
tions Commission to operate a television 
broadcasting station constitute nonde- 
preciable capital expenditures. The 
theory of this earlier ruling is that since 


referred to 


license from 


the permission is renewable periodically 
by the Commission and prcbably will 
be renewed, the life of the license is of 
indeterminate duration and it cannot 
be depreciated. This principle, approved 
recently by the Tax Court, in KWTX 
Broadcasting Co. (31 TC 952), has been 
followed in the disallowing 
amortization of the cost of state grazing 
leases and forest service grazing permits. 
Here 
though the permits were limited to a 
definite term, there was reasonable cer- 


past in 


again, the theory was that al- 


tainty of continued renewals. 


Permits and licenses 


[his present Service rule not allow- 
ing amortization of certain governmental 
permits and licenses has evolved over a 
tortuous road. Probably it started with 
the William Zakon (7 BTA 687 (1927), 
VII-2 Cum. Buti. 53 (1928), 

q. withdrawing nonacq., 1947-2 Cum. 
Butt. 5) case. There the Board of Tax 


n¢ nacq., 


Appeals held that the cost of a renew- 
able liquor license could not be amor- 
tized but that a deductible loss was 
sustained in the year the prohibition 
amendment was enacted and the license 
ibandoned. The same decision was 
reached in three other cases. However, 
in 
Zakon and one of the other cases, and 


the Commissioner nonacquiesced 


} it was not until 1947 in I.T. 3873 that 


the Commissioner clarified his position 
and announced acquiescence in Zakon. 
In each of these cases where the grant 
of the privilege or license came from a 


public authority, the record was clear 
that petitioners could continue to exer- 
cise the renewal right as there was no 
that 


indication the public authority 


would depart from its custom of renew- 
ing existing licenses. 

However, the Commissioner has con- 
tinued to vacillate in government fran- 
chise cases. In Pasadena City Lines, Inc. 
(23 TC 34, acq. 1955-1 CB6), the tax- 
payer acquired in 1940 a ten year fran- 
chise to operate a motor coach system in 
Pasadena. In 1949 a twenty year fran- 
chise was granted. The Tax Court held 
that the cost was amortizable over the 
original term prior to the renewal of the 
franchise, and no burden was imposed 
upon petitioner to prove that there was 
not a reasonable expectation of renewal. 
The court aiso noted that cases involv- 
ing one year licenses which customarily 
were renewed annually were not in 
point. The Commissioner acquiesced. 
The court relied primarily upon Cleve- 
land Ry. (36 BTA 208, acq. 1937-2 CB5), 
in which the Commissioner had _ previ- 
ously acquiesced. In this case the tax- 
payer was allowed to amortize part of the 
cost of a franchise which had no renewal 
rights because the Ohio statute pro- 
hibited a grant for a period over twenty- 
five years. The Board stated that despite 
the fact that there had been two re- 
newals, the franchise was not perpetual. 


Renewable contracts 


While it may be difficult to explain 
the views of the Commissioner and the 
courts with respect to governmental per- 
mits and licenses as distinguished from 
franchises, the cost of acquiring a busi- 
has received consistent 


ness contract 


treatment and has been held to be 


amortizable if it is enforceable, has a 
fixed and 
lished. This is true even though there is 
every expectation of its being renewed 
and it has in fact been renewed repeat- 
edly. The fact that a lease or network 
affiliation contract is renewable and that 


duration, its cost is estab- 


there is every expectation that it will be 
renewed is insufficient reason for deny- 
ing the right to amortize. Rev. Rul. 57- 
377 
ing 
based on the existence of economic cir- 


states that the reason for not allow- 
amortization is that termination “is 


cumstances at the time cancellation or 
termination is considered and has no re- 
lationship to the two-year period of the 
network contract.” Of course, the state- 
ment is correct, and it would be correct 
if applied to any contract, lease, or 
agreement up for renewal if one party 
or the other has a right not to renew. 
Further, this is a powerful argument for 
reaching the conclusion that the con- 
tract is amortizable over its life, since 
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one cannot determine that it will not be 
cancelled until the economic circum- 
stances at the time it may be cancelled 
are ascertainable. The ruling then goes 
on to speculate that because television 
is a growing industry contracts will not 
be cancelled. Even if this were the fact, 
it has no legal significance in limiting 
the amortization period, and the de- 
cided cases, rulings, and acquiescences 
are all to the contrary. 

In special situations where amortiza- 
tion over the original term might pro- 
duce an unfair result, a lengthening of 
the amortization period to produce a re- 
sult more clearly reflecting income may 
be appropriate. However, such cases are 
unusual. Following the decision of the 
Second Circuit in Bonwit Teller & Co. 
(53 F.2d 381), the Board of Tax Ap- 
peals reversed its decision in two earlier 
cases (Houston Baseball Ass'n, 24 BTA 
69 (1931); Dallas Athletic Ass’n, 8 BTA 
1036 (1927)) and held that the cost of 
a baseball player’s one-year contract 
could be written off over its initial term 
which is the calendar year in which it is 
purchased (Pittsburgh Athletic Co., 2 
BTA 1074, aff'd, 72 F.2d 883). In com- 
menting upon the renewal option inher- 


” 
‘ 


ent in baseball contracts, the Eighth 
Circuit stated: 

“Obviously, the options add to the 
value of the contracts; but it cannot be 
said that they extend the life of con- 
tracts beyond one year, because of the 
uncertainty of their renewal. The option 
is qualified; the power of the taxpayer 
to renew the contracts is not absolute, 
but is contingent on the inclination and 
ability of the players to render personal 
services requiring a high degree of skill 
and training” (Kansas City Am. Ass’n 
Baseball Co., 75 F.2d 600). 

Although the the 
established rule in these cases, it went 
on to hold that on the purchase of an 
entire ball club and its roster of players’ 


Service followed 


contracts in one transaction, the entire 
cost of the contracts should not be de- 
ducted in one year “for the reason that 
such an acquisition constitutes an extra- 
ordinary expenditure which if expensed 
in the year of acquisition would distort 
net income” (Rev. Rul. 54-441). The 
ruling further states that in order clear- 
ly to reflect income of the taxpayer, the 
cost of such contract should be amor- 
tized over a reasonable period of time. 
This rule providing for extensions of 
the period of amortization in special 
cases in order clearly to reflect income 
later cases. In T.D. 


was followed in 
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4957, the Treasury Department enun- 
ciated the general rule that when a 
lease contains an unexercised option of 
renewal, the matter of spreading de- 
preciation the 
original term and the renewal period or 
periods depends upon the facts of each 
case. But unless the lease has been re- 
newed or the facts show with reasonable 
certainty that it will be renewed, the 
cost or other basis should be spread 
over the number of years the lease has to 
run without taking the right of renewal 
into account. Recent Treasury Regula- 
tions extend the special rule of amortiza- 


or amortization over 


tion to cover not only options to renew 
but possibilities of renewal. 

It is clear from these cases and rulings 
that the right of renewal, including such 
rights for successive periods, are not 
grounds in law or logic for a holding 
that the cost to acquire either a business 
affiliation contract 
cannot be amortized over the life of the 
the contract, 


lease or a network 


lease, or or some reason- 
able period beyond that even though 
there is every reason to believe that the 
lease or contract will be renewed. The 
cases involving grants of government 
rights which are intended to be more or 
less permanent pending good behavior 
or satisfactory compliance with the con- 
ditions of the grant should be recognized 
as an exception to this rule. If a contract 
has a definite duration, the cost thereof 
should be amortizable over its life ex- 
cept where so to do would unreasonably 
distort the 


period of amortization may be reason- 


income, in which event 
ably lengthened. It should be irrelevant, 
as it has been in so many cases in the 
past, that values may still continue to 
accrue to the owner of the contract after 


amortization has been completed. 


Conclusion 


Goodwill, as used by the accountants, 
the tax lawyer, and the Internal Rev- 
enue Service, is an imprecise term, and 
until its meaning is standardized, difh- 
culties will continue to pile up and 
irrational to 
reached. Progress might result if good- 


results will continue be 
will were to be recognized as a label to 
designate all intangible assets whether 
they have definitely ascertainable useful 
lives or not. Then it would be incum- 
bent upon the accountant, the lawyer, 
and the business man to allocate aggre- 
gate values among all of the intangibles 
present without preconceived ideas. The 
fact that this would be difficult should 
be no deterrent, and admittedly it might 
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require a new term to describe the 
residual intangibles which have no 
measurable life. If new and imaginative 
labels are created for various purchased 
intangibles, it may be that old inhibi- 
tions could be avoided and more logical 
rules evolved. * 


Depreciation legislation may 
come as package deal 


Now THAT THE House Ways and Means 
Committee has put off action on the 
Treasury proposal to limit capital gain 
on sales of depreciable business property, 
tax men wonder whether there is any 
chance for what might be called a pack- 
age deal, in which taxpayers will lose 


the capital gains advantage but will re- - 


ceive greater leeway in setting deprecia- 
tion rates. When he presented the 
Treasury plan to limit capital gains 
under Sec. 1231, Under-Secretary of the 
Treasury Scribner had told the Commit- 
tee that more liberal depreciation poli- 
cies were being studied by the Treasury. 
The Treasury had tentatively decided, 
he said, not to reissue Bulletin F at this 
time and had been making a prelimin- 
ary survey of current practices and cur- 
rent opinions on depreciation. It is pro- 
ceeding with a questionnaire to some 
6,000 businesses, which it regards as a 
cross-section of American business, to 
find out just how they are handling de- 
preciation, whether they 
are using the new accelerated methods. 

It is widely recognized that much of 


particularly 





the intransigence of Treasury agents on 
depreciation problems stems from the 
possibility of taxpayers’ realizing capital 
gain on overdepreciated property. As 
Mr. Scribner put it “requiring that 
gains from sale of depreciable personal 
property be taxed as ordinary income, 
to the extent of depreciation previously 
claimed, would make it possible for 
agents of the Internal Revenue Service 
to accept more readily taxpayer judg: | 
ments and taxpayer practices with re- 
spect to depreciation rates and salvage 
value.” 

The Treasury however was unable to 
persuade Congress to undertake this re- 
form, at least in the form in which it 
was presented. There is however con- 
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siderable strong pressure in Congress for 
liberalization of depreciation policies. | 
The Senate Small Business Committee 
has recommended [see 12 Jrax 150,| 
March 1960.—Ed.] use of a bracket sys 
tem for determining useful life. This 
plan, used in Canada, groups depreci- 
able property into about a score of 
classes. Depreciation rates are prescribed | 
for each class, instead of for~ each of} 
hundreds of items Bulletin F. 
It appears highly probable therefore 


—_—— 


os in 


that while the Treasury has suffered aj 


rebuff in the Ways and Means Commit} 
tee decision to defer action on H.R J 
10491, that another attempt, coupling} 
this proposal with substantial relief on} 
useful life and salvage value problems, 
might have a greater chance of accept- 
ance by the committee. x 





**xLoss in satellites allowed before war 
declaration date; Regulations held in- 


valid. ‘Taxpayer owned property in 
Rumania and Hungary. The IRS al- 
lowed him to take the war loss in 1942, 
the year in which the U. S. declared war 
on those countries. Taxpayer here is 
claiming the loss in 1941 on the ground 
that those countries were under German 
control and it was in 1941 that the U. S. 
declared war on Germany. The court 
agrees. The War Loss Section (127(a)(2) 
of the 1939 Code) says that property 
the 
United States or within an area under 
the control of any such 


within any country at war with 
is 
deemed to be destroyed on the date of 
of war with the country. 
The court interprets this to mean that 
a war loss is allowable on the date of 


declaration of war with Germany for 


country 


declaration 


German 
control on that date. The provision of 


property in countries under 
the Regulation that areas under the con- 
trol of Hungary and Rumania will not 
be considered to be under enemy con- 
trol prior to the date of the U. §%. 
declaration of war against the satellite 
is, the court holds, 
Ct. Cls., 3/2/60. 


invalid. Pasternak, 


Refund of part of assets sales price is 
not ordinary and necessary expense. 
all of 
assets and business to another corpora- 
tion and then went into another busi- 
ness. Subsequently, the buyer claimed 
that taxpayer had misrepresented the 
value of the assets sold. In settlement of 
the claim, taxpayer refunded $25,000 of 
the sales price. Taxpayer argued that 
the refund was made to protect its repu- 


Taxpayer-corporation sold its 
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tation and that of its officers and there- 
fore is an ordinary and necessary busi- 
ness expense. The Tax Court disallows 
the deduction. At best, the payment re- 
duced the original sales price, but since 
taxpayer did not produce evidence of 
the original transaction, the court can 
make no adjustment. Virginia Metal 
Products, Inc., 33 TC No. 88. 


ACCOUNTING METHODS 


Auto club can’t defer dues income. Fol- 
lowing the U. S. Supreme Court deci- 
sion in Automobile Club of Michigan 
(353 U.S. 180), the court finds taxpayer 
must treat the annual dues of its mem- 
bers as earned income upon receipt. The 
facts were the same: (1) membership on 
an annual basis, paid in advance; (2) 
dues deposited unsegregated in a gen- 
eral bank account available for general 
corporate (3) dues credited 
upon receipt to unearned income; (4) 
|/12th of the amount paid transferred 
to income earned as each month elapses. 
The court finds that it must follow 
the Supreme Court and concludes the 
Commissioner correctly found taxpayer’s 


purposes; 


deferral accounting did not clearly re- 
flect income since taxpayer had unre- 
stricted use of the income in the year of 
receipt. Automobile Club of So. Calli- 
fornia, DC Cal., 1/22/60. 


Interest on contested tax deficiencies 
may be deductible before appeal period 
expires [Non-acquiescence]. Taxpayer 
had acquiesced in an adverse Tax Court 
rendered December 1948, 
which upheld deficiencies for the years 
1943-1947. The interest on the deficien- 
cies accrues in that year, the Tax Court 


decision in 


j}held, even though the taxpayer did not 


render to the Commissioner a formal 
commitment that he would not appeal 
from the decision. However, the litiga- 
tion 


1948. 


terminated in 
One dissent on the ground that 
the mere acquiescence by taxpayer before 


was in substance 


the end of the appeal period did not re 


}move all elements of contingency with 


respect to the liability. Fifth Ave. Coach, 
| TC 1080, non-acq. IRB 1959-50. 


No prior approval is required to correct 
erroneous method of accruing. Tax- 
payer had substantial group insurance 
overage for its employees. It had re- 
ded as expense the monthly pay- 
ments it made on an estimated basis. At 
the close of its taxable year it corrected 
the expense account by entering the 


refund due during the following year. 
This system had been used for 12 years 
without objection by the IRS. In 1953 
taxpayer omitted the year-end accrual of 
some $114,000 on the ground that it 
properly accrued in the next year when 
the insurance company calculated its ex- 
penses for 1953 and reported the amount 
of refund due. The court agrees the re- 
fund was not accruable in 1953. Since 
taxpayer had been in error, it was not 
required to ask permission to make the 
change. O Liquidating Corp., TCM 
1960-29. 


CAPITAL GAIN 


Notes were in registered form; capital 
gain allowed [Acquiescence]. The Code 
provides for capital gain treatment on 
the retirement of bonds, but bonds 
issued before 1955 must have been issued 
in registered form or have been put 
into registered form by 3/1/54 to quali- 
fy. The Tax Court held that the bonds 
involved here, while not issued in regis- 
tered form, had been registered, albeit 
somewhat informaliy, prior to the de- 
cisive date. Consequently, taxpayer 
realized capital gain on their retirement. 
Miller, 32 TC No. 84, acq., IRB 1959-50. 


Distributor sold business, didn’t merely 
release contract; gain is capital [Old 
law]. ‘Taxpayers’ partnership had a dis- 
tributorship contract with General Pe- 
troleum Corp. with several years to 
run. As they desired to retire from busi- 
ness, the partnership was sold as a go- 
ing concern, except for some minor 
assets, to General Petroleum. The Com- 
missioner attempted to tax part of the 
proceeds as having been received for 
cancellation of the distributorship, 
which would have been considered or- 
dinary income under the 1939 Code. 
The court finds the entire proceeds were 
for the going business and tha: no part 
was allocable the contract as such. 
[The 1954 Code provides for capital 
gain on amounts received for cancella- 
tion of a distributorship if the distribu- 
tor has a substantial capital investment 
in the distributorship.—Ed.] Maxwell, 
DC Wash., 2/15/60. 


to 


Dealer has capital gain on sale of un- 
improved realty [Acquiescence]. Tax- 
payer was able to purchase roadside 
mountain property only by also pur- 
chasing inaccessible and undesirable 
rear property. Taxpayer subdivided, im- 
proved and sold individual front lots 
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and reported ordinary income. He also 
sold parcels of the back property and 
reported capital gain. The Tax Court 
found that the back property was not 
held primarily for sale to customers and 
allowed capital gain treatment. The 
court was moved by the fact that the 
rear property was not improved, sub- 
divided or advertised. Mieg, 32 TC 
128, acq., IRB 1960-6. 


Accountant is held to have sold good- 
will [Acquiescence]. The Tax Court 
found that taxpayer, who had sold his 
accounting practice, had sold goodwill. 
It determined the portion of the pro- 
ceeds of the sale allocable to tangible 
assets, to services rendered, to goodwill, 
and to a covenant not to compete. Pro- 
ceeds allocable to goodwill are capital 
gain. Previous nonacquiescence (1949-2 
CB 4) is withdrawn, acquiescence is in 
result only. [See comment page 258.— 
Ed.| Horton, 13 TC 143, acq., IRB 
1959-50; similarly, Wyler, 14 TC 1251, 
acq., IRB 1959-50. 


Real estate was capital asset; committee 
had acquired it by foreclosure. From 
1922 to 1946 acreage was held, with only 
a few sales, by a bondholders’ committee 
which had acquired it by foreclosure. 
After 1946 extensive sales of lots were 
made until the entire property had been 
sold. The court finds the taxpayers were 
acting to liquidate the investment and 
not as dealers; the gain is capital. Fur- 
ther, since the committee was not en- 
gaged in a business, it is not taxable as 
a corporation. Cebrian, Ct. Clms., 3/ 
2/60. 


EPT 


Thrift certificates are includible in bor- 
rowed capital. The Tax Court rules that 
term installment thrift certificates 
issued by an industrial loan company 


and 


to raise its working capital constitutes 
borrowed capital for purposes of com- 
puting its Korean War EPT. The Morris 
Plan Co. of California, 33 TC No. 82. 


Interest on EPT overpayment is deter- 
mined. The World War II income tax 
and excess profits tax were interrelated 
so that the over-assessment in taxpayer's 
excess profits tax is accompanied by a 
deficiency in income tax. The court 
holds that, for purposes of determining 
the maximum refund, the over-assess- 
ment and deficiency should be netted 
and only the net over-assessment paid 
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within two’years prior to filing the claim 
can be refunded. However, the 
assessment and deficiency are treated 
separately for purposes of the interest 
computation. Philadelphia Macaroni 
Co., DC Pa., 1/22/60. 


over- 


EPT relief denied paper manufacturer. 
The Tax Court denies taxpayer the use 
of a constructive average base-period net 
income where changes in taxpayer’s 
operations were not substantial. Rogers 


Corporation, 33 TC No. 83. 


Utility’s current earnings are included in 
EPT base. The invested capital provis- 
ions of the Korean excess profits tax law 
provide for inclusion of surplus re- 
corded on the books of account. The 
regulations, however, state that current 
year’s earnings cannot be included. The 
court holds the regulation invalid with 
respect to a public utility. The utility 
must record its monthly net income as 
reported to the regulatory commission. 
Louisville Gas and Electric Co., Ct. Cls., 
1/20/60. 


EPT relief is denied paper manufac- 
turer. The Tax Court denies taxpayer, 
a paper manufacturer, the right to re- 
construct its average base period net 
income. Although a _ severe drought 
which limited water needed for paper 
affected 
business during a portion of each of the 


making adversely taxpayer's 
base period years, taxpayer's total pro- 
duction in each of those years was not 
below normal. For this purpose, ‘“‘nor- 
mal” is determined on the basis of pro- 
duction in the years prior to the base 
period and not taxpayer’s production 
potential during the base period. Oxford 
Paper Co., 33 TC No. 108. 


Sweepstake splitting pact void; winnings 
taxed to husband. Taxpayer purchased a 
sweepstake ticket and registered it in his 
niece’s name in exchange for her promise 
to pay him one-half of the winnings. He 
also promised his nonresident alien wife 
that she would receive one-half of his 
share, one-quarter of the whole. There- 
after, the ticket proved a winner to the 
extent of some $140,000. Taxpayer re- 
$70,000 
made a payment to his wife of her share 


ceived as his share but never 
other than a deposit made many months 
later of $16,000 in a joint bank account 
over which he retained control. The Tax 
Court held that this type of agreement 
though void and unenforceable would 
be given tax effect if specifically com- 
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plied with. Since taxpayer did not carry 
out his agreement with his wife, he is 
taxable for his full one-half share. This 
court affirms. Tavares, CA-1, 2/29/60. 


EPT relief is denied oil transporter. 
The Tax Court denies Section 722 re- 
lief to taxpayer, an oil transporter. The 
business of taxpayer’s component corpo- 
ration was not depressed during the base 
period because of temporary economic 
circumstances and taxpayer failed to 
prove that its average base period net 
income was an inadequate standard of 
its normal earnings. In addition, tax- 
payer’s failure to reconstruct its own 
base period income as well as the base 
period income of its component is fatal 
to any relief. Pure Transportation Co., 
33 TC No. 102. 


Post-consolidation deficit does not re- 
duce equity invested capital. When tax- 
payer was formed in a consolidation, it 
took the earned surplus of its predeces- 
sors as Capita! surplus. It suffered losses 
from its operations. In computing in- 
vested capital for World War II EPT, it 
treated the earnings of its predecessors 
as invested capital and its own earnings 
and profits as zero, it not being neces- 
sary under the law to deduct a deficit. 
The that all the 
earnings be combined; he de- 
ducted taxpayer’s deficit from the prede- 


Commissioner said 
must 


cessor’s capitalized earnings. The dis- 
trict court upheld taxpayer’s computa- 
tion as supported by legislative history, 
the intent of Congress and the language 
of the Code. This court affirms. Stratton 
Grain Co., CA-7, 12/17/59. 


DEDUCTIBILITY 


Can’t deduct legal fee in title dispute 
at divorce. When taxpayer and his wife 
were divorced there was a dispute over 
whether certain income-producing prop- 
erties were community or separate. In 
settling this matter, taxpayer spent 
$17,000 in legal fees. The district court 
held, and this court affirms, that tax- 
payer cannot deduct these fees; they 
were incurred in defense of title and 
must be treated as capital. Harris, CA-9, 
2/3/60. 


Liquor served to customers in dry state 
is not deductible. Taxpayer, a food 
broker, deducted as entertainment ex- 
pense the cost of liquor served to cus- 
tomers business prospects in 
Mississippi. In Mississippi, it is a crime 


and 


to sell, keep in possession, give away, or 
transport intoxicating liquors. The Tax 
Court, noting that to allow the deduc- 
tion would frustrate the firm public 
policy of the state, denies it. Taxpayer 
is allowed to deduct the cost of liquor 
purchased and given to customers out- 
side the state. The fact that the state im- 
posed a tax on illegal dealings in liquors 
does not change the public policy nor 
change the criminality of taxpayer's ac- 
tion. Smith, 33 TC No. 97. 


Liquidating corporation may not de- 
duct unamortized cost of capital expen- 
ditures. A corporation leased grazing 
land from its stockholder and 
erected improvements to the leasehold. 


sole 


.Upon dissolution of the corporation, it 


distributed its assets to its stockholder- 
lessor and sought to deduct the un- 
amortized portion of the leasehold im- 
provements as an expense. It is well 
established, the court says, that when an 





income-producing asset is distributed to 


shareholders upon liquidation, no de- 
duction for the loss of the unamortized 
balance of the cost of the asset may be 
taken. Tom L. Burnett Cattle Co., 
TCM 1960-15. 


BAD DEBTS 


IRS will allow guarantor of corporate 
debt to take a nonbusiness bad debt loss 
only. In view of the Supreme Court de- 
cision in Putnam (352 US 82) allow- 
ing only a nonbusiness bad debt loss (a 
short-term capital loss) to a guarantor 
required to make good on guaranteed 
loans, the IRS is revoking its acquies- 
cence in Greenspon (8 TC 431) [See 
below.—Ed.] In Putnam the taxpayers 
had guaranteed loans made by a corpora- 
tion in which they were stockholders. 
The Supreme Court there held that an 
individual who is required to pay on 
obligation he had guaranteed has a 
loss, not because of the payment of the 
obligation, but because of the worthless- 
ness of the debtor's obligation acquired 
from the creditor (by operation of law) 
upon the payment. The loss from worth- 
lessness is a bad _ debt, 
treated as a short-term capital loss, as 
provided by the Code. Rev. Rul. 60-48. 


nonbusiness 


Guarantor of corporate loans has ordi- 
nary loss on payment after dissolution 
of debtor [Non-acquiescence]. Taxpayer 
had guaranteed loans of a corporation 
of which he was a stockholder. After the 
dissolution of the corporation, he was 
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ay, OF required to make payments under this qualified post-doctoral sociologists, so- chased stock in a corporation supplying 
Tax | guaranty. The Commissioner had al- cial psychologists and anthropologists the potatoes not as an investment but to 
leduc- 


lowed him to take only a nonbusiness 


are awarded residencies at various pro- 
bad debt loss (a short-term capital loss 


acquire a dependable source of supply, 
fessional agencies and schools at which 


yublic } the court holds the loss from the worth- 


payer under the Code) on the ground that the _ they will engage in research work. These _ lessness of such stock is deductible as a 
iquor loss arose because of the worthlessness of agencies have no control over the work _ business expense. However, the worth- 
5 out taxpayer’s claim against the corporation. of the resident and the resident renders _lessness of advances to the corporation 
te 1m- The Tax Court allowed the full deduc- no service to them. The IRS concludes _ is held deductible only as a nonbusiness 
quors tion on the ground that the principal — that the purpose of the study is the pro- bad debt since the partnership was not 
y nor debtor had ceased to exist prior to the fessional education of the resident in his in the business of lending money, and 
r’S ac- payments on the guaranty and therefore individual capacity. Consequently, the there was no showing that any part of 
no debts from the principal to the awards qualify as fellowship grants and the advances was made to enable the 
guarantor could arise. Previous acqui- are excludable from taxation to the corporation to supply the partnership 
mt de- escence withdrawn. Greenspon, 8 TC extent of $300 a month as provided in its needed potatoes. Livesley, TCM 
x pen- 431, non-acq. IRB 1960-6. the Code. Rev. Rul. 60-72. 1960-24. 
razing 
and / OTHER DECISIONS Residence converted to rental use, quali- Royalties unpaid and contested not de- 
ehold. fies for fast depreciation. Accelerated ductible. RCA had licensed certain pat- 
ion, it Cancellation of unpaid rent taxable to depreciation methods apply only in the ents to taxpayer and taxpayer claimed 
iolder- | debtor rendered solvent. Taxpayer, a case of tangible property which has a a deduction for $75,000 of accrued 
€ un- | sublessor of office space, agreed with its useful life of three years or more and _ royalties. Taxpayer never actually paid 
ld im landlord in 1931, because of the depres- which is acquired after 1953, if the this and a later antitrust decree against 
s well } sion, to pay over 75% of its rents col- original use of such property commences RCA absolved taxpayer of liability for 
1en an lected and retain 25% for running ex- with the taxpayer and commences after royalties under the license agreement. 
ited to penses, in lieu of paying the full rentals such date. Where a taxpayer, as the The Tax Court disallows the deduction 
10 de- 


— 


specified in its lease. Payment of the dif- 
ference would not be required until the 
depression ended. As a result of the 
agreement the corporation accumulated 
an unpaid rental liability by 1949 of 
over two million dollars, representing 
the difference between the stipulated 
lease rentals and 75% of its collections. 
In 1949 the unpaid indebtedness was 
concelled. Taxpayer argued that there 
was no real obligation to pay the ac- 
cumulated deficiency. The court finds 
the accrued rentals were a valid debt, 


original purchaser and user, acquires a 
personal residence after 1953, and sub- 
sequently converts it to rental property, 
the rental property meets the “new in 
use” test and can qualify for accelerated 
depreciation. Rev. Rul. 60-67. 


Note of doubtful value not income until 
collected [Acquiescence]. Taxpayers sold 
their stock in a corporation. The pur- 
chasers originally agreed to pay cash but, 
because of financial difficulties, gave a 
note secured by the stock. Because of the 


on the ground that taxpayer's liability 
for the royalties was contested and not 
fixed in the year claimed. It was ap- 
parent, it said, that taxpayer intended 
either to compromise or litigate its liabil- 
ity. General Communication Co., 33 TC 
No. 72. 


INVOLUNTARY CONVERSION 
Involuntary conversion benefits apply to 


award for flooding. A public utility com- 
pany’s construction of a dam across a 


irantor | and, to the extent the forgiveness ren- unfavorable financial condition of the river below taxpayer’s property which 
anteed | dered the corporation solvent, it re- maker, the uncertain value of the secur- would flood and render taxpayer's plant 
icquies sulted in taxable income. Levy, TCM _ ity, and the fact that the note was sub- inoperable constitutes an involuntary 
1) [See | 1960-22. ject to a restrictive escrow arrangement, conversion of certain easements, privi- 
x payers the court found that the note had doubt- __leges, and rights belonging to taxpayer. 
orpora- |} Payments received as damages for in- ful market value and held that it was Damages received, which enabled the 
1olders. | juries to business reputation are taxable. not includible in taxpayers’ income plant to take protective measures against 
that an | Three separate payments of $15,000, prior to collection. Dudley, 32 TC 564, flood conditions, is treated as the acqui- 
pay On | made to taxpayer by his former em- acq., IRB 1959-50. sition of property similar or related in 
has a | ployer. were omitted from taxpayer's in- use to the property involuntarily con- 
of the | come on the theory that they were re- Portion of property destroyed is deter- verted. Rev. Rul. 60-69. 

rthless- | ceived in settlement of his claim for mined by local real estate assessments. 


cquired | damages resulting from the injury to his 


personal reputation. The court finds the 


In determining what portion of the ad- Parking lot not “similar” to warehouse 
property. Taxpayer's property, used as a 


parking lot, was involuntarily converted. 


of law) justed basis of property is allocable to 


worth- | sums were actually paid as recompense improvements destroyed by fire, the 


| debt 


for injuries to taxpayer’s business, rather 
than to his personal reputation. As such, 
they were includable in gross income, 
representing compensation for past or 


court accepts the local assessed values 
in evidence to show the relative value 
of the improvements before and after 
the fire. Williams, TCM 1960-19. 


He used the funds to acquire control 
of a corporation owning land and in- 
dustrial buildings leased for warehouse 
purposes. The Tax Court held that even 


as ordi- 


future income which may have been 


lost. Agar, TCM 1960-21. 


though both properties were held for 


olution rental income the properties were not 


Worthlessness of stock of supplier is an 
ordinary loss, but worthlessness of ad- 
vance is a nonbusiness bad debt. Hav- 
ing found that taxpayer’s partnership, 
engaged in merchandising potatoes, pur- 


axpayer in service or use.” 


Gain on the involuntary conversion of 


“similar or related 
oration 


fter the 


Russell Sage Foundation awards exclud- 
able as fellowships. Russell Sage Foun- 
dation maintains a program under which 


the property was taxable. McCaffrey, 
CA-3, 2/10/60. 


he was 
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Recent ruling creates double attribution in 


redemptions; perils buy-out plans; error seen 


by JOHN F. GLEASON and EDWIN M. JONES 


Plans for stock redemptions—vital in the long-term financial arrangements of closely- 


held companies—face a new peril. Rev. Rul. 59-233 refuses to recognize a complete 


redemption of stock owned by a fiduciary whenever ownership of other stock can 


be attributed to the fiduciary through a combination of the family and estate or 


trust attribution rules. Though Messrs. Gleason and Jones believe this ruling to be 


in error, farsighted tax planners will want to review plans to avoid this area where 


controversy can be expected for some time to come. 


| oe RULING 59-2331 represents 
the most recent attempt by the In- 
ternal Revenue Service to restrict stock 
redemptions, following its unsuccessful 


efforts in Prunier, Sanders, and Holsey. 


Prior attempts 

w, it will be re- 
called that in the Prunier2 and Sanders® 
cases, the Service attempted to tax to the 
respective shareholders the 
paid by a corporation on life insurance 
policies used to fund a stock retirement 
agreement, i.e., an agreement which re- 
quired the corporation to buy out the 
interest of a deceased stockholder at 
an agreed upon price. The Service was 
successful in the lower courts but such 
success was short-lived. The court of ap- 
peals reversed the lower courts in both 
cases.4 There were three basic reasons 
for the reversal: 

1. The insured received nothing of 
value at the time the premium was paid 
and, accordingly, there was nothing to 
be taxed; 

2. The separate corporate entity was 
erroneously disregarded; 

3. A previous correct Internal Rev- 
enue ruling was ignored.5 

In the Holsey® case the Service 
sought to treat the amount paid by the 
corporation in redemption of a stock- 
holder’s shares as a dividend to the re- 
maining stockholder. Once again the 


By way of brief revie 


premiums 





Service was successful in the lower court 
and was reversed by the court of appeals 
on the ground that there was no direct 
pecuniary benefit to the taxpayer that 
could be taxed. The court held that 
unless the distribution which is sought 
to be taxed to a stockholder as a divi- 
dend is made to him or for his benefit, 
it may not be regarded as either a divi- 
dend or the legal equivalent of a divi- 
dend. The fact that the surviving share- 
holder became the sole shareholder and 
that the value of his own stock was in- 
creased operated only to increase the 
value of the taxpayer’s stock holdings, 
and such benefits could not give rise to 
taxable income until the corporation 
made a direct distribution to the tax- 
payer or until his stock was sold. 

In Rev. Rul. 59-184,7 the Service 
agreed to follow the Prunier and Sanders 
cases, and in Rev. Rul. 59-286,8 it agreed 
to follow the Holsey case. Now in Rev. 
Rul. 59-233, it seeks to restrict stock 
redemptions based upon a new and 
different theory. 


Revenue Ruling 59-233 


The factual situation considered in 
Rev. Rul. 59-2331 is a relatively simple 
and quite common one. All of the stock 
of a corporation was owned by a hus- 
band and by the trustee of a testa- 
mentary trust created by his wife for the 
benefit of their children. Rev. Rul. 59- 


233 held that the redemption of all of 
the trustee’s stock (but not of the hus- 
band’s stock) would not constitute a com- 
plete redemption under Section 302(b) 
(3) because: 

1. Stock owned by the father was at- 
tributed to the children under the fam- 
ily attribution rule of Section 318(a)(1); 

2. This stock was then attributed to 
the trustee under the estate or trust at- 
tribution rule of Section 318(a)(2); and, 
therefore 

3. The trustee, as the “distributee,” 
continued to own constructively 100% 
of the outstanding stock of the corpo- 
ration after the redemption of the stock 
actually owned by him. 


Applicable Code sections 


' The Code provides in Section 302(b) 
(3) that the complete redemption of all 
of the stock of a shareholder is to be 
treated as an exchange subject to capi- 
tal gain taxation, and not as a dividend 
subject to ordinary income taxation. 


in conjunction with Section 318, which 


ownership of stock will be attributed to 
someone other than the actual owner. 
It is the application of these complicated 
attribution rules which can nullify the 
simple general principle and bring dis- 
astrous dividend taxation on the re- 
demption of the stock of a closely-held 
corporation. 

Section 318(a)(1), provides for attri- 
bution of stock ownership among cer- 
tain members of a family, i.e., children, 
grandchildren and parents. Section 318 
(a)(2) provides for attribution of stock 
ownership between partners and a part- 
nership, estates and their beneficiaries, 
trusts and their beneficiaries, and corpo- 
rations and their majority stockholders— 
the so-called estate or trust attribution 
rule. 

Both these attribution rules must, 
however, be read in conjunction with 
Section 302(c) which sets forth the gen- 
eral rule that both attribution rules of 
Section 318(a) shall apply in determin- 
ing the ownership of stock in connec- 
tion with a redemption, with one 
notable exception. That exception is 
found in Section 302(c)(2)(A) and pro- 
vides that the family attribution rule 
of Section 318(a)(1) shall not apply in 
the case of a complete redemption if: 

“(i) immediately after the distribu- 
tion the distributee has no interest in 
the corporation other than an interest 
as a creditor, 
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(ii) the distributee does not acquire 
any such interest (other than stock ac- 
quired by bequest or inheritance) within 
10 years from the date of such distribu- 
tion, and 

(iii) the distributee, at such time and 
in such manner as the Secretary or his 
delegate by regulations prescribes, files 
an agreement to notify the Secretary or 
his delegate of any acquisition described 
in clause (ii) and to retain such records 
as may be necessary for the application 
of this paragraph.” 

The error in Rev. Rul. 59-233 lies in 
fact that despite apparent com- 
pliance with conditions (i) (ii) and (iii), 
and the express prohibition in Section 
302(c)(2)(A) against applying 318(a)(1), 
the Service has, in fact, applied Section 
$18(a)(1) by attributing stock owned by 
the father to the children. 


the 


Application to estates 

While this ruling deals with a re- 
demption from a trustee, it seems clear 
that the rationale of the ruling would 
also apply to a redemption from the ex- 
ecutor or administrator of an estate. 
Such an application of Rev. Rul. 59-233 
would make impossible the complete re- 
demption of a decedent’s stock in many 
family-type situations which previously 
thought without 
ordinary income taxation and without 
capital gain taxation, since the price 
paid for the stock in redemption usually 


had been possible 


| equaled the fair market value of the 


stock at the date of death, which then 
became the “basis” of the stock. 

For example, assume that all of the 
stock of a successful corporation with 
earnings profits is 


accumulated and 


| owned by a father and son. Under the 


terms of a stock retirement agreement, 
the corporation is bound to redeem all 


| of the stock from the estate of the one 
| first to die. Assume, further, that the 








father dies first and that his wife is his 
sole legatee. Under the theory of Rev. 
Rul. 59-233, a complete redemption of 
the stock from the father’s estate would 
apparently be treated by the Service as 
a dividend to the estate, since ownership 
of the son’s stock would be attributed 
to his mother under the family attribu- 


IRB 1959-28, 11. 

*Prunier, 248 F.2d 818, CA-8, 1957. 

*Sanders v. Fox, 253 F.2d 855, CA-10, 1958. 

‘For a discussion of these cases see Mannheimer 
and Friedman, “Stock-Retirement Agreements— 
The Prunier and Sanders Case,” 35 Taxes 567 
1957); Jones and Gleason, “Casale Reversed: 
Corporate Insurance Not Dividend to Controlling 
Stockholder,” 7 JTAX 258 (1957); Lawthers, 


tion rules of Section 318(a)(1), and this 
stock, in turn, would be attributed to 
the estate under the estate attribution 
rules of Section 318(a)(2). 


Ruling is in error 

In our opinion, Rev. Rul. 59-233 is 
an erroneous interpretation of the law 
and imposes an improper restriction on 
stock redemptions for the following rea- 
sons: 

1. It violates an express provision of 
the Internal Revenue Code; 

2. It is based on an improper inter- 
pretation of legislative history; 

8. It treats substantially similar re- 
demptions differently; and 

4. It violates Regulations Section 
1.318-a(3). 


Violation of Code provision 


Section 302(c)(2)(A) expressly provides 
that the family attribution rule of Sec- 
tion 318(a)(1) will not apply in the case 
of a complete redemption if the three 
conditions previously mentioned (no re- 
tained noncreditor interest, none ac- 
quired for 10 years, agreement to inform 
IRS of changes) are satisfied. Rev. Rul. 
59-233 twists this clear and unambiguous 
language and limits it so that the family 
attribution rule of Section 318(a)(1) will 
apply where the “distributee” is a trustee 
(and, presumably, an executor or ad- 
ministrator) acting in a fiduciary ca- 
pacity to whom stock owned construc- 
tively by his beneficiaries (or legatees) 
will be attributed under Section 318(a) 
(2). In effect, the Service had amended 
Section 302(c)(2)(A) just as effectively as 
if Congress had incorporated (which it 
did not) an exception in Section 302(c) 
(2)(A) to the effect that Section 318(a) 
(1) shall apply where Section 318(a)(2) 
results in attributing stock to the “dis- 
tributee.” In our opinion, there is no 
legal justification for such a limitation. 


Legislative history 
The ruling includes the following: 
“The legislative history of Section 
302(c)(2)(A) of the Code makes it clear 
that the waiver of family attribution 
rules is to be limited to cases where a 
distributee would be considered to own 


“Prunier Reversed: No Income to Stockholders 
from Premiums Paid by Corporation,” 8 JTAX 12 
(1958). 

5CCH 1954-55 Stand. Fed. Tax Rep., Transfer 
Binder, New Developments Under 1954 Code, 
Paragraph 37347. 

® Holsey, 258 F.2d 865, CA8-, 1958. 

7CB 1959-1 65. 

SIRB 1959-36, 9. 
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stock in the corporation, subsequent to 
the redemption, by virtue of the ap- 
plication of Section 318(a)(1) of the 
Code to attribute stock owned, directly 
or indirectly, by members of his family 
to him. See Senate Report 1622, 83rd 
Cong., pages 235-236. It was not in- 
tended that such rules should apply to 
cases where a distributee would be con- 
sidered to own stock in a corporation 
subsequent to redemption by virtue of 
the application of section $18(a)(2) of 
the Code.” 

The Service is apparently relying 
upon its interpretation of legislative his- 
tory as set forth on pages 235-236 of 
Senate Report 1622 in reaching its con- 
clusion. We have, also, reviewed the 
same legislative history and are unable 
to find any sound basis for the interpre- 
tation adopted by the Service. Page 235 
of the Senate Report notes that Section 
302(c)(1) provides “that the rules for 
constructive ownership of stock of Sec- 
tion 318(a) shall apply for purposes of 
this section generally.” 

It then goes on to state: 

s For example, if an individual 
owns half of the stock of a corporation, 
and a trust of which such individual is 
the sole beneficiary owns the other half 
of such stock, a redemption of all of the 
stock of the corporation owned indi- 
vidually would not qualify under para- 
graph (2) or (3) of Subsection (b). Under 
these circumstances, by reason of the ap- 
plication of Section 318(a)(2)(B), such 
individual would be considered as own- 
ing all of the stock of the corporation, 
both before and after the redemption.” 

It seems clear that this example deals 
only with a single “individual” and that 
it does not require or involve applica- 
tion of the family attribution rule of 
Section 318(a)(1). Accordingly, it pro- 
vides no support for the position of the 
Internal Revenue Service in Rev. Rul. 
59-233, which involves the application 
of the family attribution rule. 

Page 235 of the Senate Report then 
discusses Section 302(c)(2)(A) as follows: 

“Paragraph (2) of Subsection (c) pro- 
vides special rules for application of Sec- 
tion 318(a)(1) (relating to constructive 
ownership of stock between members of 
a family) in the case of a distribution in 
redemption under paragraph (3) of sub- 
section (b) (relating to termination of a 
shareholder's interest). Under subpara- 
graph (2), it is provided that Section 318 
(a)(1) shall not apply, i.e., stock owned 
by members of the family of the dis- 
tributee would not be attributed to him 
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[John F. Gleason and Edwin M. Jones 
are members of the New York Bar.) 





immediately after the distribution in re- 
demption, if the distributee himself has 
no interest in the corporation, including 
but not limited to an interest as officer, 
director or employee other than an in- 
terest as a creditor, and such distributee 
does not acquire such interest (other 
than stock acquired by bequest or inheri- 
tance) within 10 years from the date of 
distribution in redemption.” 

While the Senate Report does state 
that 
the family of the distributee would not 
be attributed to him immediately after 


‘i.e., stock owned by members of 


the distribution in redemption,” it is 
clear that this statement was only in- 
tended as one example of the way in 
which Section 302(c)(2)(A) would operate 
and was not intended to be exclusive. 
Presumably, the Internal Revenue Serv- 
ice believes that the exception provided 
302(c)(2)(A) applies only 


where the distributee is an 


by section 
individual. 
There seems to be no basis for this posi- 
tion. In effect, the Service has rewritten 
this portion of the Senate Report just 
as though the following italicized words 
has been included (which they were 
not) in the Report: 

it is provided that Section 318 
(a)(1) shall not apply, i.e., stock owned 
by members of the family of the dis- 
tributee would not be attributed to him 
‘individual’ 
but Section 318(a)(1) shall apply where 


where the distributee is an 


the distributee is a ‘partnership, estate, 
trust or corporation if section 318(a)(1) 
in conjunction with Section 318(a)2) re- 
sults in the attribution of stock to such 
distributee 


Formalities placed above substance 
We that Rev. Rul. 59-233 is 


also unsound because it would treat sub- 


believe 


stantially similar redemptions different- 
ly. Assume that a father and a son each 
own one-half of the stock of a very suc- 
cessful corporation and that the mother 
is the sole beneficiary of the father’s 
estate. If there is a complete redemption 
of the father’s stock on the day before 
his death, the distribution will not be 
treated as a dividend if he complies with 
the requirements of Section 302(c)(2), 
since his son’s stock will not then be at- 
tributed to him, as the family attribu- 
tion rule of Section 318(a)(1) will not 
apply. Similarly, if the assets of the 
distributed to the 
the estate closed, amounts 


father’s estate are 


widow and 


May 1960 


thereafter distributed to the widow by 
the corporation“in complete redemption 
of all of her stock will not receive divi- 
dend treatment since the family attribu- 
tion rule of Section 318(a)(1) will be 
waived. However, if there is a complete 
redemption of the decedent’s stock from 
his estate, Rev. Rul. 59-233 would treat 
this as a partial redemption since the 
son’s stock would be attributed to his 
mother under the family attribution rule 
of Section 318(a)(1) and, in turn, from 
the mother to the estate under Section 
318(a)(2). In each of these three cases, 
the decedent’s son becomes the owner of 
100% of the stock after the redemption. 
Yet, in the first two cases the redemp- 
tion is treated as an exchange in com- 
plete redemption, while in the third 
case, dividend treatment results. 

A similar improper result can be 
reached in a trust situation. Assume that 
the trust considered in Rev. Rul. 59-233 
had permitted distribution of stock to 
the beneficiaries and concurrent termina- 
tion of the trust. In such a situation, if 
the stock was redeemed after such dis- 
tribution by the trust, rather than be- 
fore, there would apparently be no at- 
tribution, even under Rev. Rul. 59-233, 
and no adverse tax effects upon subse- 
quent redemption of the children’s stock. 
Yet, such a redemption and the redemp- 
tion contemplated in Rev. Rul. 59-233 
are substantially similar, the only dif- 
ference being that in this redemption 
the children would become the record 
owners of the stock, whereas in the Rev. 
Rul. 59-233 the 
would remain the record 
wholly in his capacity as trustee for the 


redemption, trustee 


as owner 
children. 

As we see it, in Rev. Rul. 59-233, form 
is being placed above substance since 
there seems to be no sound reason for 
a different tax result in these substan- 
tially similar situations. 


Regulations themselves contra 


Section 1.318-a(3) pro- 
vides that a person shall no longer be a 


Regulations 


beneficiary of an estate when all of the 
to he has 
been received by him. The Regulation 
does not stop at this point. It goes one 
step further and adds that, when a per- 
son ceases to be a beneficiary, “stock 
owned by him shall not thereafter be 
considered owned by the estate.” 
spite of this clear language, Rev. 


property which is entitled 


In 
Rul. 


59-233 would apparently attribute the 
stock of a person who has never been a 
beneficiary or who has ceased to be a 














beneficiary of an estate (e.g., a son) to a life ix 
remaining beneficiary of an estate (e.g., olde 
a mother residuary legatee) under the holde 
family attribution rule. Most tax peti-} i, 
Ee, have coe the — that I basis 
reattribution would not apply under | dai 
such circumstance.® . 
espec 
IRS opposes redemption ool ace 
. _ | restri 
We believe that Rev. Rul. 59-233 is | te 
contrary to the letter and the spirit of | Ths 
Section 302 and that, as such, it is an tad 
attempt to legislate by revenue ruling. pare 


The fault of this legislation by revenue 
ruling is that taxpayers and their repre- 
sentatives are denied a public hearing 
and the opportunity to object. If the 
Service’s position had been set worth 
when the Regulations to Section 302 
were proposed, vigorous taxpayer objec- 
tions would have been encountered dur- 
ing the hearing on the proposed Regu- 
lations. 





Conclusion 


It is clear that Congress, in enacting 
Section 302(c)(2)(A) intended to waive | 
the restrictive effect of the family attri- 
bution rule of Section 318(a)(1) if the 
three conditions previously mentioned 
were satisfied. In our opinion, the IRS, 
in issuing Rev. Rul. 59-233, has adopted | 
a line of reasoning by adding a restric-| 
tive exception which, if carried to its 
logical conclusion, would seriously limit 
the benefits granted by Congress in Sec- 
tion 302(c)(2)(A). The position of the 
Service is believed to be without any 
basis in law because: (1) it results in a 
change in the law which is based on an 
improper interpretation of the legisla- 
tive history; (2) it negates the Regula- 
tions already properly issued by the IRS, 
and (3) it results in unjust and different 
tax treatment for substantially similar re- 
demptions on the basis of technical rea- 
soning which is without substance. 

On the theory of Rev. Rul. 59-233, 
there is a strong possibility that every re- 
demption from an estate will be treated 
as a dividend where the beneficiary of 
the estate is the spouse, parent, child or 
grandchild of the surviving stockholder. 
It seems unjust that the stockholders of 
thousands of family corporations who 
have entered into stock redemption or 
stock retirement agreements funded with 


®See Friedman and Wheeler, “Stock Redemption 
Agreements Funded by Life Insurance,” Ins. L. J. 
343 (June 1959); Lawthers and Snyder, “Stock- 
Redemption Agreements—Potential Tax-Traps, 
11 Jour. Amer. Soc. Chartered Life Underwriters, 
215, 221 (1957). 
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| life insurance in order to provide for the 
orderly liquidation of a deceased stock- 
holder’s interest should be again faced 
) with another serious problem on the 
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ruling, many existing agreements will 
again be clouded by doubt as to tax re- 
sults unless the Internal Revenue Serv- 
ice sees fit to withdraw Rev. Rul. 59-233 
or unless the issue is presented to the 
courts and decided. Until this uncer- 
tainty is resolved, stockholders who wish 
to avoid contest with the Internal Rev- 
enue Service may be forced to rely more 
and more upon crisscross sales arrange- 
ments or upon redemptions under Sec- 
tion 303 of the Internal Revenue Code 
where circumstances permit. * 


Tax Court again allows loss carryover 


against acquired company’s new income 


that | basis of an interpretation of the Code 
inder } that rejects its clear meaning. It is 
especially unjust since the courts have 
rejected the Service’s prior attempts to 
restrict stock redemptions under theories 
35 '’ \ that were contrary to clearly established 
hy o principles of law. 
= Inasmuch as most tax practitioners 
uling. | could not reasonably have foreseen this 
venue 
repre 
-aring 
f the } 
worth 
1 502 
objec S EVERY PRACTITIONER knows, the pos- 
1 dur A sibility of using a loss carryover is 
Regu: } constant precccupation of his business- 
men clients, especially those who have 
| suffered losses or who have an oppor- 
tunity to take over a failing business. 
acting | Unfortunately, the tax advisor is all too 
aide frequently unable to give a clear-cut 
Bei opinion on the availability of losses to a 
if the be -apaet Even now, six years after the 
toned adoption of the 1954 Code, litigation 
; at is still slowly working out the meaning 
lopted | of the related section of the old Code. 
Saeed The recent Virginia Metal Products 
to ™S) case (33 TC No. 88) gave the Tax Court 
y limit } ihe opportunity to reiterate its position 
in SEC) that Section 129 of the 1939 Code (now 
of the} section 269) is weak indeed. That sec- 
it @PYT tion, put into the Code in 1944, pro- 
‘s 1! 4) vides that if any person acquires control 
7 Sl aa corporation for the principal pur- 
legisla pose of avoiding income tax by securing 
Regula! the benefit of a deduction, or credit, or 
1€ IRS,| other allowance which such person 
iffere would not otherwise enjoy, then that de- 
ilar Te} duction, credit, or allowance is dis- 
cal rea} ajlowed. The Tax Court has long held 
Be that no deduction, credit, or allowance 
99-299,| can be denied the acquired corporation 
very F} _that the statute applies to the acquir- 
ies * | ing corporation only. 
age \s a result, transfers of operating 
hild oF} tosses are being arranged in such a way 
holder. | that the loss corporation is preserved 
iders 08 nd the legal entity that suffered the 
ns W2°| loss remains alive to use it against new 
tion ©") profits. Recently, other courts have taken 
ed with | contrary view (Mill Ridge Coal Co., 
264 F.2d 713, CA-5 1958, cert. den. 10/ 
demption} 12/59; Coastal Oil Storage Company, 
sn stunk, | 252 F.2d 896, CA-4 1957). Unfortunately, 
ax-Traps,| the denial of certiorari in Mill Ridge 
erwriters | leaves the view of the Supreme Court 
on the meaning of Section 269 in doubt. 








With the possibility that Section 269 
will be interpreted finally as a deterrent 
to loss transfers, the problem of its rela- 
tion to the specific rules (in Sections 381 
and 382) for loss carryovers after a 
change in ownership or business is of 
serious proportions. 

Section 381 now gives definite rules 
for the carryover of many attributes 
through certain tax-free reorganizations. 
Along with provision for methods of ac- 
counting, computation of earnings and 
profits, amortization and a host of 
others, it makes specific provision for 
loss carryovers. Then, in Section 382, we 
have definite limitations on the carry- 
over of loss in certain tax-free exchanges 
and in purchases. In general, under Sec- 
tion 382(b) the loss carryover is reduced 
proportionately after change in owner- 
ship in one of the tax-free reorganiza- 
tions through which a loss can be carried 
under Section 381. After a change by 
purchase of 50 percentage points in the 
ownership of the top ten stockholders, 
if, in addition, the business is changed, 
then no part of the loss carryover is 
allowed (Section 382(a)). 

The difficulty arises in the relation of 
these quite definite and specific rules to 
the broad provisions of Section 269. 
Can a loss carryover allowed under Sec- 
tion 381, or even a trifle reduced under 
Section 382(b), be disallowed under Sec- 
tion 269? The IRS announcement of its 
position on the 1954-Code significance 
of the Libson case, quoted below, makes 
it clear that the Treasury is of the 
opinion that Section 269 is not fore- 
closed by the application of Section 381. 

There are as yet no cases on these 
issues but the IRS’ success in the circuit 
courts in fighting for a broad interpre- 
tation of that section in the old Code 


may forecast an IRS policy of using Sec- 
tion 269 wherever possible. As it stands 
now, the Tax Court is alone in its nar- 
row interpretation of Section 269. 


Virginia Metals case 


In September 1951, Virginia Metal 
Products Company, which was engaged 
in manufacturing steel products—prin- 
cipally doors, partitions, shelving and 
the like — acquired the stock of Airlite 
(later called Winfield), an aluminum 
storm door and window manufacturer. 
The Tax Court found that there was a 
genuine business purpose in this aquisi- 
tion, that Virginia wanted to get into 
the aluminum door and window busi- 
ness, seeing it as the material of the 
future. Airlite had suffered losses of 
about $150,000 before acquisition and 
lost another $85,000 thereafter. Virginia 
and its new subsidiary filed consolidated 
returns. The return on which the post- 
acquisition loss was claimed is not the 
one in issue in the case. It may be noted 
in passing that the aluminum losses were 
apparently offset against the steel profits, 
a situation which some commentators 
have thought might be barred by an ex- 
tension of the Libson case (353 U.S. 
382), the losses of one business being 
thus offset against the profits of another. 

The return that the IRS challenged 
and that the Tax Court approved car- 
ried the pre-acquisition loss of Airlite 
(the $150,000 loss in the years before its 
purchase of Virginia) profits 
earned by Airlite after Virginia caused 
it to sell its aluminum business and then 


against 


take over Virginia’s profitable erection 
business. The Tax Court, it is quite im- 
portant to this found 
definite business purpose for the acqui- 
sition of Airlite, for the decision to have 
it abandon its aluminum business, and 


note in case, 


for the decision to transfer the erection 
business to a separate company. Thus, 
the Tax Court, after deciding that the 
acquired corporation, Airlite, was en- 
titled to offset its prior-year losses against 
its Own income, went on to point out 
that even if this argument should be in 
error because, it says, Virginia obtained 
some benefit through the filing of a 
consolidated return, still the principal 
purpose of the acquisition was not to 
obtain such a tax benefit. It points to 
the business problems the acquisition 
was intended to solve. 


The Libson argument 


Having decided in favor of the tax- 
payer on the acquired-acquiring issues 
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and on “the principal purpose” issue, 
the Tax Court concluded that it knew no 
reason why the subsidiary should not be 
allowed to deduct its own operating 
losses against its own income. The con- 
solidated return regulations, it noted, 
provide that computations not specif- 
ically treated otherwise, are to be made 
“as if a separate return were to be filed.” 

The government’s Libson argument it 
dismissed briefly, pointing out that the 
Supreme Court itself said, in a footnote, 
that it was not passing on situations in 
single corporate taxpayer 
changed the character of its business and 
in which the taxable income of one of 
its enterprises is reduced by the deduc- 
tions or credits of another. 

In it will be recalled, the 
Supreme Court dealt with a group of 
17 corporations all owned by the same 
interests. Sixteen operated retail shops, 


which a 


Libson, 


and the seventeenth was the management 
corporation. The 16 store corporations 
were merged into the management com- 
pany. Prior to the merger, three of the 
stores operated at a loss and after the 
merger, they, as branches, continued to 
show a loss. The Supreme Court refused 
to allow the carryover forward of the 
pre-merger losses of the three against the 
income of the single corporation that 
merger. effect, those 
losses were being claimed against the 


survived the In 
income of the profitable stores. The 
Court’s reasoning was that “the income 
against which the offset is claimed was 
not produced by substantially the same 
businesses which incurred the losses.” 


Relation with Section 382 

The preceding cases are all concerned 
with pre-1954 years. If the Tax Court's 
acquired-acquiring theory should pre- 
vail, then Section 269 will remain an 
easily avoided and weak provision. But 
should the broader interpretation given 
it by Mill Ridge and Coastal Oil pre- 
vail—and the breadth of the Supreme 
Court's language in Libson Shops makes 
it orly too likely that it may look with 
favor on such treatment—then how safe 
is it to rely on the definite provisions of 
Section 381 and 382? 

Suppose the Virginia Metal Products 
1954 Code. 
The case states merely that all the stock 
of the subsidiary was acquired for 5,000 


case had arisen under the 


shares of the parent. Apparently, this was 
a reorganization under what is now 
Clause B of Section 368(a)(1), that is, an 
exchange whereby the stockholders of 
the loss corporation exchange its stock 


. 
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for voting stock of another corporation 
which, after the exchange, has 80% con- 
trol of the loss corporation. 

This is not one one of the reorganiza- 
tions specified in Section 381 (a), which 
concern acquisitions of assets only. Nor 
would the percentage limitations in Sec- 
tion 382 apply. The rules there, limiting 
loss carryovers (after the ownership of 
ten principal owners changes by more 
than 50 percentage points and the busi- 
ness is also changed), apply only to pur- 
chases of stock. Thus if Virginia Metals 
arose under the 1954 Code it would be 
one of the situations covered by the 
Treasury in its announcement about the 
application of the Libson rule to 1954- 
Code cases: 

“The principle announced in Libson 
Shops, Inc., under the Internal Revenue 
Code of 1939, to the effect that a sur- 
viving corporation in a merger may not 
carry over and deduct pre-merger net 
operating losses of one business against 
post-merger income of another business 
which was operated and taxed separately 
before the merger, will not be relied 
upon by the Service under the Internal 
Revenue Code of 1954 as to a merger 
or any other transaction described in 
subsection (a) of Section 381. However, 
see Sections 382(b) and 269 for the pos- 
sible disallowance of net operating loss 
carryovers in such transactions, and see 
the Regulations under Section 368 for 
the requirements of a reorganization.” 


Circuit courts contra 


Certainly, the IRS statement makes it 
clear that the strength of Section 269 is 
a vital problem in planning for the use 
of loss carryovers now. And while it is of 


help to planners to know that the Tax 
Court is standing firmly on its acquired- 
acquiring position and is receptive to 
arguments of business, as against tax 
avoidance motives, still, the attitudes of 
the two circuits that have spoken on the 
issue are to the contrary. 

In Mill Ridge, the Fifth Circuit 
denied a loss carryover to a corporate 
entity that itself had suffered the loss. 
The corporation had operated a coal 
mine at a loss. It finally sold all its assets 
and went out of business. Subsequently, 
the stock of the shell was sold, and the 
new owners put it into a profitable fuel 
oil business. The Fifth Circuit denied 
the loss carryover on two grounds. First, 
it said that the rule of the Libson case 
did not apply—the business earning the 
profit was not the same as the business 
which suffered the loss. Secondly, this 
situation was exactly that which Section 
269 is intended to prevent. As men- 
tioned above, the Supreme Court has 
denied certiorari in this case. 

Mill Ridge is in accord with the 
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earlier Coastal Oil Storage Company de- | 


cision of the Fourth Circuit. There, a 
parent created a subsidiary and trans- 
ferred to it a part of its business. The 
question at issue was the availability to 
the subsidiary of the $25,000 surtax ex- 


emption. The court rejected the ac-| 


quired-acquiring argument of the Tax 
Court and denied its own exemption to 
the subsidiary. 

It may be that Virginia Metals will 
eventually present the Supreme Court 
with an opportunity to speak definitely 
on the meaning of Section 269. Mean- 
time, despite the Tax Court position, 
the section retains in terrorem strength. 





Kimbell-Diamond doctrine applies al- 
though acquired assets are not inte- 
grated with existing business of pur- 
chaser, Tax Court and CA-5 agree. In 
two similar cases under the 1939 Code 
the courts rejected the Government’s at- 
tempt to limit the Kimbell Diamond 
rule to the integration of the acquired 
assets in the existing business of the 
purchaser. In both cases the taxpayers 
were new corporations created for the 
purpose of acquiring the businesses of 
other corporations. 

In the Tax Court case, a group of 
individuals wanted to acquire the assets 
of a highway advertising corporation. 
The controlling stockholder refused to 


sell the assets but was willing to sell the 
stock. Accordingly, the group formed a 
new corporation which purchased all of 
the stock. The assets were then trans 
ferred to the new corporation which con- 
tinued to operate the business. The issue 
facing the Tax Court is the basis of the 
assets acquired. Taxpayer argued that 
the Kimbell-Diamond rule is applicable. 
That rule provides that where a going 
business can acquire the assets of an- 
other corporation and it is possible 
only through a stock purchase and a 
subsequent liquidation of the acquired 
corporation, the complete liquidation of 
the acquired corporation will be treated 
as one of the steps of a single trans 
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action, the purchase of assets. Thus, the 
basis af the acquired assets would be 
the amount paid for the stock. The Tax 
Court agrees with taxpayer and rejects 
the Commissioner’s contention that the 
rule does.not apply where a taxpayer 
acquires a going business and continues 
it in a new corporate form. The court, 
citing Mattison, (CA-9, 10/27/59), notes 
that failure of an acquiring corporation 
to integrate the assets of the acquired 
corporation into its business is not con- 
clusive in determining whether the pur- 
pose of the transaction was to acquire 
the assets. The court distinguishes cases 
in which the Kimbell-Diamond rule was 
not applied because the acquiring corpo- 
ration was owned by substantially the 
same shareholders as the acquired corpo- 
ration. North American Service Co., 
Inc., 33 TC No. 77. In M.O.J. Corp., the 
district court held, and this court 
affirms, that the Kimbeil-Diamond doc- 
trine (187 F.2d 718) is applicable to 
taxpayer, a newly organized corporation, 
which acquired the stock of a group of 
corporations to obtain all of their 
assets, tangible and intangible, and con- 
tinue their businesses. Thus, taxpayer 
use the cost of the stock of the 
corporations as the basis of the prop- 
erty received in liquidating the corpora- 
tions. The Government contended that 
Kimbell-Diamond was not applicable 
unless the assets were to be integrated 
into an existing business of the acquir- 
ing corporation. [Section 334(b)(2) of 
the 1954 Code is a statutory codification 
of the Kimbell-Diamond doctrine.—Ed.] 
M.O.J. Corp., CA-5, 1/19/60. 


may 


Transfer to controlled corporation was 
contribution, not sale. After forming a 
with a capital stock of 
$11,000, taxpayer sold land to the corpo- 
ration for $198,000. The down-payment 
was $10,000 and the balance was pay- 
able over about five years. The court 
finds that despite the form of a sale, the 
transaction should be considered a con- 


corporation 


tribution to capital for tax purposes. 
Che thinness of the corporation’s capital 
suggested that this was not a true in- 
debtedness. Accordingly, payments of 
principal and interest on the obligation 
Bruce, DC 


are treated as dividends. 


Minn,. 1/25/60. 


**kTax Court permits Section-355 split- 
up of single business; Regulation held 
invalid. Taxpayer and another were 
each 50% stockholders in a construction 
business which had been actively con- 
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ANALYSIS OF LOSS REGULATIONS 

Next month we will present an 
article by Paul A. Teschner of Chicago 
analyzing new proposed Regulations 
under Section 381. 





ducted for more than five years. Because 
of differences they agreed to divide the 
business. A new corporation was formed 
to which the old corporation transferred 
one half of its business assets (part of its 
cash and equipment and one construc- 
tion contract) in return for all the stock 
of the new corporation. The old corpo- 
ration then distributed all of the new 
corporation’s stock to taxpayer, in ex- 
change for all of his stock in the old 
corporation. Taxpayer argued that there 
should be no recognized gain under Sec- 
tion 355, which provides for non-recog- 
nition of gain to shareholders upon the 
distribution of stock of a corporation 
controlled by the distributing corpora- 
tion if immediately after the distri- 
bution both corporations are actively 
engaged in a trade or business which 
had been actively conducted for 5 years. 
The Regulations provide that Section 
355 is applicable only to the separation 
of two or more businesses, formerly op- 
erated by a single corporation. The Tax 
Court finds this Regulation unreason- 
able and inconsistent with the Code and 
declares it invalid. The court concludes 
that it was the intent of Congress to per- 
mit the tax-free division of a corpora- 
tion operating a single business. The 
purpose of the active-business rule was 
merely to prevent a tax-free split into 
and 
senting judges would construe Section 


active inactive entities. Two dis- 
355 to apply to the separation of two or 
more businesses only. Five other dissent- 
ing judges contend that Section 355 is 
unclear and that the Regulations are not 
unreasonable or inconsistent. Coady, 33 


TC No. 87. 


Subsidiary may deduct its pre-affiliation 
net operating loss on consolidated re- 
turn [Old law]. In September 1951, tax- 
payer, a steel manufacturing corpora- 
tion, acquired a corporation which had 
sustained about $150,000 net operating 
losses on the manufacture of aluminum 
doors during the preceding 20 months. 
In January 1952, the subsidiary sold all 
of its assets and business; in February 
1952 taxpayer transferred the erection 
portion of its business to the subsidiary. 
On a consolidated return for 1952, the 
subsidiary carried forward and deducted 
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from the profits of the erection business 
its pre-acquisition net operating losses. 
The Commissioner took the position 
that the loss carryover was not allowable 
under Section 129 of the 1939 Code 
(now Section 269). That section provides 
that if a person acquires a corporation 
for the principal purpose of securing 
the benefit of a deduction which “such 
person . . . would not otherwise enjoy,” 
the deduction is not allowable. The Tax 
Court adheres to its Alprosa position 
that Section 129 is inapplicable to the 
acquired corporation; the subsidiary, it 
says, merely applied its own loss against 
its own later profits. In any event, the 
court says, there was business purpose 
for the acquisition of the subsidiary; the 
tax benefit was not the principal pur- 
pose. In reply to the government’s argu- 
ment that the rule of Libson Shops (353 
U.S. 382) requires that the offset losses 
and profits be of the same business, the 
court points out that the Supreme Court 
opinion expressly reserved decision of 
the question of a single corporate tax- 
payer’s changing the characer of its 
business. [The 1954 Code provides spe- 
cific rules limiting loss carryovers after 
a substantial change in stock ownership 
or in character of the business. See com- 
ment page 271.—Ed.] Virginia Metal 
Products, Inc., 33 TC No. 88. 


$140,000 of $250,000 salary to son of 
founder of family is found unreason- 
able. A salary payment of $250,000 to 
the son of the founder of a closely held 
family corporation engaged in the paper 
industry is deemed unreasonable to the 
extent it exceeded $110,000. The court 
that no was pre- 
sented to show that the son possessed 


comments evidence 
special qualifications, either with re- 
spect to the paper industry, generally, 
or the corporation’s operations, in par- 
ticular. Though it characterized him as 
presenting the appearance of an entirely 
unexceptional individual, the court did 
accept the Commissioner’s allowance of 
$110,000 as a reasonable salary. Gilman 
Paper Co., TCM 1960-13. 


Landholding corporation is disregarded 
for tax purposes. Taxpayer corporation 
was organized primarily as a conven. 
ience to receive, hold and transfer title 
to properties in which several joint-ven- 
tures were interested. It held title to the 
properties subject to a specific trust 
agreement stating the rights of the joint- 
ventures therein. It had no beneficial 
interests in the properties and engaged 
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in no substantial business activities. In- 
come derived from the sale of the prop- 
erties is held to have been properly taxed 
to the venturers and not to the corpora- 
tion. K-C Land Co., Inc., TCM 1960-35. 


Advances to controlled corporation are 
not considered business bad debts. Tax- 
payer through guarantees or outright 
loans advanced substantial sums to a 
corporation which he controlled. When 
they became uncollectible, he sought to 
deduct them in full as an ordinary loss 
alleging that he was in the business of 
promoting, organizing and financing 
corporations. The court finds the ad- 
vances were not part of taxpayer’s busi- 
ness activities. His purpose in forming 
many corporations was to facilitate his 
construction or real estate business and 
not to develop them for sale as going 
businesses to customers in the course of 
the business of promoting. The advances 
were therefore non-business bad debts, 
to be treated as short term capital losses. 
Whipple, TCM 1960-36. 


Bankruptcy reorganization was not tax- 
free; assets got new bases. A bondhold- 
ers’ committee obtained corporate assets 
by foreclosure in 1931. Taxpayer corpo- 
ration was organized by some of the 
holders of the certificates of interest and 
others. Taxpayer claims that for excess 
profits tax purposes, it may use as a 
basis the depreciated value of the plant 
as reflected on the books of the corpo- 
ration which had originally issued the 
bonds, and which had been dissolved in 
bankruptcy in 1933. The government 
contends that taxpayer must use the fair 
market value of the assets at the date of 
acquisition, less depreciation since that 
date. Supporting the government’s posi- 
tion, the court finds that the transactions 
between the bondholders’ committee and 
taxpayer were not pursuant to any plan 
of reorganization. There was no con- 
tinuity of interest and the bondholders 
had no control over the dissolution of 
the original corporation. Nadeau, DC 
Mich., 2/5/60. 


Surtax exemption allowed reactivated 
subsidiary; tax saving was not major 
purpose. Taxpayer was an inactive sub- 
sidiary. Its parent, in the trucking busi- 
ness, would be subject to less state regu- 
lation if it leased rather than owned its 
vehicles. Accordingly, taxpayer was acti- 
vated, purchased trucks from its parent 
and leased them back to the parent. The 
Commissioner denied taxpayer a surtax 
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exemption. The Tax Court rules that 
taxpayer is entitled to the surtax exemp- 
tion since, on the facts, securing the 
exemption was not a major purpose in 
the activation of taxpayer. Truck Ter- 
minals, Inc., 33 TC No. 100. 


Stockholder fails to establish loss on his 
contribution of stock to new manage- 
ment. Taxpayer was the principal stock- 
holder in a closely held corporation 
which had been suffering losses. He con- 
tributed some of his stock to new man- 
agers who, themselves, donated $12,000 
to the corporation as surplus. Taxpayer 
claimed a loss in the amount of the dif- 
ference between his basis for the stock 
he gave to the new management and the 
proportionate interest of his remaining 
shares in the $12,000 donated surplus. 
The Tax Court agrees that the case is 
similar to Wright, 47 F.2d 871, in which 
a loss was allowed on such a transaction. 
There, the basis of the stock surrendered 
was measured against its fair market 
value on the theory that the continuing 
stockholder must have believed that the 
benefits he would realize were at 
equal to the value of the stock he sur- 
rendered. However, the court says that 
the record here is barren of any show- 


least 


ing of the value of the stock, and so it 
is unable to allow any loss. Sack, 33 TC 
No. 90. 


Corporation was in liquidation; distri- 
butions are return of capital, not divi- 
dends. The IRS asserted that distribu- 
tions made to taxpayer by a closely held 
corporation of which her deceased hus- 
band had been an active 
ordinary dividends. The corporation had 


officer were 
regarded them as distributions in liqui- 
dation. The court agrees. They are a 
return of capital; the excess over tax- 
payer’s basis is capital gain. The minutes 
showed a decision to liquidate in 1953 
because of the age of the operating 
owners. Sales of various lumber yards, 
out of which the distributions at issue 
1954 1955. 
yards were sold in  subse- 


were made, occured in and 
Additional 
quent years and the business was com- 
pletely dissolved by 1959. The special 
distributions were treated on the books 
as in liquidation and reported on Form 
1099L, the information return 
tributions in liquidations. Apparently 


for dis- 


the only formal step the corporation 
omitted was filing the notice with the 
IRS within 30 days of adoption of a 
plan of complete liquidation. This was 
omitted because the corporate officers 





were acting without legal advice and 
were unaware of the requirement. Mc- 
Gregor, DC Kans., 2/17/60. 


Officer’s salaries paid by real estate cor- 
poration are deemed unreasonable. The 
Commissioner’s disallowance of officers’ 
salaries in excess of $2,500 a year for a 
family-held corporation which owned a 
single piece of rental property is upheld. 
The actual management of the rental 
property was conducted by a rental 
agent, 








) 


and the services of the officer- | 


b 
stockholders on the facts were “rather 


inconsiderable.” Akten Realty Corpo- 
ration, TCM 1960-27. 


Rent paid by stockholder-doctors is com- 
mercial and not PHC income. Nine doc- 
tors and a dentist formed taxpayer, a 


———EE 


corporation, to construct and operate a | 


medical building, and each became a 
10% shareholder. Each of the 
holders rented office space in the build- 
ing. In addition, the nine doctors formed 


stock- 


a partnership to conduct an X-ray and 


medical laboratory in the building. Tax- 
payer’s gross income consisted of the 
rent paid by the doctors and dentist, by 
the partnership and by a nonstockholder 
who operated a pharmacy in the build- 
ing, plus a small amount of interest on 


unpaid stock subscriptions. The rent re- | 


ceived from the doctors and dentist (in- 
cluding the partnership) was more than 
50% of taxpayer’s gross income. Al- 
though the 1939 Code excluded rents 
from personal holding income if they 
constituted 50% or more of the corpo- 
ration’s gross income, rents paid by a 
25%, or more shareholder for the use of 
the corporation’s property was personal 
holding company income, unless, under 
a 1950 amendment to Code, the 
shareholder used the property in a com- 
venture. The 
argued that the practice of medicine was 
not a commercial enterprise and accord- 
ingly the rent paid by the stockholders 
should be taxed as personal holding in- 
come. The court, after reviewing the his- 
tory of the 1950 amendment, concluded 
that Congress intended it to apply to 
all types of commercial ventures, both 
mercantile and professional. According- 
ly, the rent paid by the shareholders is 


the 


mercial Commissioner 


not personal holding company income. 
Medical-Surgical Group, Inc., 33 TC 
No. 101. 


Real estate trust not taxable as corpora- 
tion. In 1907, 13 persons bought a piece 
of unimproved real estate, taking title in 
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the name of a trustee. For fifty years, 
until the property was sold, they rented 
to various parking lot operators. The 
trustee collected the rent, paid the real 
estate taxes, and distributed the balance 
to the benéficiaries. The court holds the 
trust was not an association taxable as a 
corporation. It was not engaged in a 
business operation. Further, the duties 
of the trustee were ministerial and did 
not constitute centralized management. 
Rohman, CA-9, 2/10/60. 


Transfer to subsidiary was capital con- 
tribution; property has substituted basis. 
Taxpayer, an inactive corporation with 
no assets or outstanding stock, pur- 
chased, under an installment agreement, 
trucks and equipment worth $221,000 
from a corporation controlled by its in- 
corporators. Subsequently taxpayer be- 
came a subsidiary of that corporation, 
selling its stock to it for $5,000. Pay- 
ments were made irregularly on the in- 
stallment agreement and finally the un- 
paid balance was transferred on _ tax- 
payer’s books to a simple open account 
payable and consolidated with other ad- 
vances by the parent. Subsequently stock 
was issued to the parent in cancellation 
of the account payable. Taxpayer how- 
ever Claims that its basis for the trucks 
was the price specified in the installment 
sales agreement. Looking at the entire 
transaction, Tax Court concludes 
there was no bona fide sale, merely a 


the 


capital contribution. Since gain on the 
transfer of property to a controlled 
corporation in exchange for its stock is 
ne 


t recognized, taxpayer took it with a 
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substituted basis. Accordingly, taxpayer's 
basis for the trucks is the same as the 
basis of the trucks in the hands of the 
parent. Truck Terminals, Inc., 33 TC 
No. 100. 


Personal holding company allowed de- 
ductions in excess of rents. Taxpayer, a 
personal holding company during the 
years 1951 and 1952, incurred substan- 
tial expenses in maintaining the egg and 
poultry farm it was endeavoring to sell. 
It had ceased operations after a long 
series of loss years. Its only income in 
the years at issue was rent of a dwelling 
house on the farm. Under the Code, a 
personal holding company which owns 
or operates real estate may not deduct 
expenses and depreciation of the prop- 
erty in excess of its rental income except 
where three conditions are met. On the 
facts, the Tax Court finds these condi- 
tions were satisfied: the rent was the 
highest obtainable; the property was 
held in the course of a business carried 
on for profit although the business had 
continuously sustained losses and was 
being liquidated; the property was 
necessary to the conduct of the business. 
Accordingly, the deductions are allowed 
in full. Dwinnell & Company, 33 TC 
No. 94. 


No continuity of interest; transfer not 
reorganization; gain is capital not or- 
dinary [Acquiescence]. Taxpayers, who 
were holders of less than one third of 
the outstanding shares of a company, 
exchanged their stock for bonds and 
notes of a second corporation pursuant 


to a plan whereby their old company 
was merged into the other. The Com- 
missioner contended the merger was a 
Statutory reorganization and that the 
notes received were property not re- 
ceived tax-free and had the effect of a 
dividend. Consequently he determined 
the notes were a distribution of earn- 
ings and profits taxable as a dividend. 
However, the court found the exchange 
was a sale rather than a reorganization; 
it was not a statutory merger, because 
the stockholders of the selling corpora- 
tion did not continue their proprietary 
interests in the purchasing corporation. 
Accordingly, the entire gain realized by 
them was taxable as long-term capital 
gain. Truschel, 29 TC 433, acq. IRB 
1960-6. 


No dividend in transfer of subsidiary 
stock in trust for stockholders | Acquies- 
cence]. A national bank owned all the 
stock of a subsidiary which performed 
functions which the bank itself was not 
permitted to perform. To meet the re- 
quirements of the Comptroller of the 
Currency that it divest itself of the sub- 
sidiary, the bank transferred the sub- 
sidiary stock to its directors as trustees, 
with the beneficial interest in the bank 
stockholders. Since this beneficial inter- 
est could not be transferred separately, 
and was automatically transferred with 
the transfer of the bank stock, the court 
held the bank stockholders did not re- 
ceive a dividend distribution upon trans- 
fer by the bank of the subsidiary stock 
to the trustees. Wilkinson, 29 TC 421, 
acq., IRB 1960-2. 
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Though new cases limit IRS, civil fraud 


defense is still a formidable task 


by ARNOLD R. CUTLER 


The penalties for civil fraud are so severe that even though they may seem less 


fearful than those for criminal fraud, no practitioner handling a case in which 


fraud may be involved should fail to give the most serious attention to his strategy 


in the handling of the civil aspects. Mr. Cutler here follows a civil fraud case 


from its very inception, pointing out the hazards and opportunities that arise at 


every step and emphasizing the curbs placed on the IRS’ power by the recent 
; g "4 


Licavoli and Brodson cases. 


Or A SPECIAL AGENT becomes in- 
volved in any tax case, two factors 
relegate the civil fraud elements to the 
background. First, the effects of a crim- 
inal case are so severe, that by contrast, 
the deficiencies, civil fraud penalties and 
interest, critical as they may be on the 
economic life of the taxpayer, are rela- 
tivey unimportant at the moment. 
Further, the Government’s 
conclusion of the 


successful 
criminal case inevi- 
tably greatly strengthens its ultimate 
civil fraud case as well. Thus, all the 
energies of the taxpayer must perforce 
be directed at the possible criminal 
prosecution. Furthermore, the Govern- 
ment’s policy is that it will not consider 
the fraud elements of the 
until criminal aspects have been closed. 


civil case 


Sign 872? 

In the ordinary investigation of what 
may become a civil fraud case, the Com- 
missioner may ask the taxpayer to ex- 
ecute Form 872 to keep the statute open. 
Then, if he to civil 
fraud, the Commissioner will still be 
able to assess the deficiency. The ques- 
the taxpayer should 
sign a Form 872. If the taxpayer does 
not sign this form, and the Commis- 
sioner does nothing more to keep the 
return open, the taxpayer has the pro- 
cedural advantage that the deficiencies 
may be barred. 


is unable prove 


tion is whether 


To begin with, the writer does not 


believe in utilizing this procedural ad- 
vantage, where the years are still open. 
If a tax is due, it should be paid. This 
is a very simple truth. However, apart 
from this personal philosophy, a tax- 
payer who decides not to sign the Form 
872 actually holds very little advantage. 
The Commissioner may retain all his 
rights merely by issuing a jeopardy 
assessment, which if accompanied by 
liens, may indeed work great harm to 
the taxpayer. Finally, if the Commis- 
sioner does not issue a jeopardy assess- 
ment, but relies upon his hope of prov- 
ing civil fraud, then in the borderline 
case the Commissioner will fight hard to 
sustain the fraud issue, since without it 
he will lose the deficiency as well. If the 
year had been kept open by a Form 872 
the Commissioner might have been satis- 
fied to accept a settlement based on the 
proper deficiency without any fraud 
penalty. Further, the refusal to sign a 
Form 872 can create antagonism, where- 
as the execution of it maintains some 
good will with the Commissioner’s repre- 
sentatives. By and large, therefore, it 
would appear more desirable for the 
taxpayer to sign a Form 872 when so 
requested. 


Cooperation? 


If the case commences as a criminal 
investigation (identified by letter or 
verbal communication from a Special 
Agent) the potentials of a criminal case 


are clear. Under these circumstances 
the taxpayer, if he is properly advised, 
will fully and wisely utilize all of his 
constitutional defenses.1 

The critical question which first arises 
is the degree to which the taxpayer 
should cooperate with the Special Agent. 
Very simply, to the extent that the 
Special Agent could himself discover the 
facts related to the case, as for example, 
bank statements, deposit tickets, or items 
of public record, it is desirable to co- 
operate with the Special Agent. The tax- 
payer has not thereby been hurt, and 
the Special Agent will appreciate your 
saving him some unnecessary effort. The 
taxpayer has no obligation to supply 
the Special Agent with the facts neces- 
sary for a criminal fraud case, and a 
refusal to cooperate in this respect will 
neither hurt nor help. The fact is that, 
so long as a criminal case remains a po- 
tential threat, cooperation beyond the 
limited scope here described may prove 
nothing short of disastrous. 

Where the case commences as an ordin- 
ary audit, a refusal to cooperate may 
justifiably cause the agent to transfer 
the case to the criminal fraud section. 
On the other hand, if the taxpayer co- 
operates, a continued and thorough in- 
vestigation may well develop the facts 
for a criminal case. Here the decision 
for cooperation is a difficult one. Each 
case must be treated differently. Gen- 
eralization may serve no purpose but to 
confuse. This is a sensitive area for care- 
ful decision. 


Analysis by counsel 

As soon as a taxpayer becomes aware 
of a fraud investigation, it is of the 
utmost importance that counsel 
forthwith commence a careful analysis 
of the taxpayer’s case. What should the 
taxpayer’s counsel analyze? This de- 
pends on the information the Special 
Agent discloses. Sometimes the Special 
Agent will advise the taxpayer’s repre- 


his 


sentative of the area where the alleged 
fraud exists, sometimes in great detail. 
Other Special Agents may be reluctant 
to disclose any part of the case, in which 
event the taxpayer may suffer a handi- 
cap. By and large, however, the tax- 
payer’s counsel should make an exhaus- 
tive analysis of the taxpayer’s income. 
The probability is that iaxpayer’s coun- 
sel is in no worse position than the 
examining officers and more likely than 
not he is in a better position. 

1 United States Constitution, Amendments No. 4 


and No. 5; Balter, Fraud Under Federal Tax Law 
(2d Ed. 1953) 168. 
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[Arnold R. Cutler is a partner in the 
law firm of Lourie & Cutler, Boston, 
Mass. This article is adapted from part 
of a talk which he gave at the recent 
Ninth Annual Tulane Tax Institute. 
His complete, fully footnoted, paper, to- 
gether with the others given at the In- 
stitute, will be published shortly by 
Bobbs-Merrill, Indianapolis.] 





Before the taxpayer’s counsel discusses 
the case in any of its phases with the 
Government representatives he should 
complete his analysis. He should ex- 
amine all possible witnesses, should. col- 
lect together all necessary documents, 
and should be thoroughly conversant 
with every fact and all the law related 
thereto. When he has collected all of 
material he should then prepare 
a memorandum on the case. This prepa- 
should be 
getting ready for trial. When taxpayer's 
counsel has in this manner finished his 
analysis, he will know the strength as 


this 


ration as complete as if 


well as the weaknesses of the case. Then 
and then only can he effectively discuss 
the case with the Government repre- 
sentatives. 

Such should 
certainly be made if the case is under 
has the 
further advantage that when the crim- 


thorough preparation 


criminal consideration. It 
inal aspects of the case have been closed, 
either through a recommendation of no 
prosecution? or after the criminal con- 
viction, the material, or probably a 
good part of it, can be used in the civil 
fraud case as well. 

Chis thorough type of preparation 
may well be used in any tax case. But 
it should certainly be applied in any 
fraud case no matter how commenced. 
The question of wilfulness or intent to 
rtained from 
an exhaustive analysis of all the facts 
and a correct appraisal of the law. The 
question of intent is probably one of 
the most subtle field of 
taxation. It can never be analyzed by 


evade tax can only be asx 


in the entire 


pure speculation. As much as possible 
the taxpayer’s intent must be supported 
by tangible facts, documented material, 
and objective testimony of third parties. 
Finally, civil fraud penalties may be 
sserted at any time during a civil case. 
rhis again makes it important that tax- 
payer’s counsel know his case exhaustive- 
ly, lest he unwarily subject the taxpayer 
to civil fraud penalties not originally 
contemplated. 
writer has in in- 
of criminal cases submitted a 


This almost all 


stances 


copy of his complete memorandum with 
photostats of all documented material 
to the Government representatives. This 
serves the purpose of bringing the case 
into the open where the Government 
representatives will discuss their own 
theories on the case, The issues can 
then be more carefully drawn and ques- 
tions of wilfulness or an intent to de- 
fraud more keenly considered. The 
memorandum serves the further pur- 
pose of putting into the record the tax- 
payer’s side of the case, as well as that 
of the examining agents. The taxpayer’s 
arguments are thus less likely to be lost 
in a final review of the case. 

Where does one draw the line be- 
tween refusing to cooperate and the 
submission of the memorandum here 
discussed? The difference lies in the 
fact that blind cooperation can prove 
disastrous. However, an intelligent an- 
alysis which properly clarifies all issues 
and areas may prove the salvation of 
the taxpayer. These are two entirely 
different considerations, although both 
have the essence of cooperation. In any 
event, the chances are that the taxpayer 
cannot forever sit back and do nothing. 
The investigatory powers and abilities 
of the Internal Revenue Service are sub- 
stantial. The failure on the part of the 
taxpayer to act at some point may finally 
bring him to the end he wishes most 
zealously to avoid. Intellect must be met 
with intellect and good judgment must 
be wisely and carefully utilized. 


Voluntary disclosure 

Since 1952 the Internal Revenue Serv- 
ice has abandoned the voluntary dis- 
closure policy. Technically, a voluntary 
disclosure is the action of a taxpayer 
who, before any investigation begins, 
comes to the Internal Revenue Service 
and voluntarily discloses deficiencies in 
his reported income. This is to be dis- 
tinguished from cooperation by a tax- 
payer, after an investigation has com- 
menced. Up to 1952, where a taxpayer 
cooperated after an investigation was 
commenced, the Government representa- 
tives could, and, in certain instances 
did, treat such a case as a voluntary dis- 
closure if special circumstances war- 
ranted, Since 1952, a taxpayer who 
makes a voluntary disclosure has been 
treated in the same manner as though 
he had never made such a disclosure 
and as though the Government repre- 
sentatives had initiated the investiga- 
tion. More recently, the Commissioner 
has indicated that there is now a kind 
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of informal policy of not prosecuting 
persons who make voluntary disclosures. 
More particularly, the Commissioner 
stated, “(It) should be borne in mind 
that in determining whether or not an 
evader should be prosecuted, the exis- 
tence of the voluntary disclosure is an 
important element taken into considera- 
tion by Regional Counsel, Intelligence, 
and the Department of Justice. . . . No 
taxpayer will be prosecuted unless ail 
those having to do with the matter be- 
lieve that a conviction will be obtained. 
This does not mean that no evader who 
has made a voluntary disclosure will 
ever be prosecuted. But it is, neverthe- 
less, a very important element to be 
considered by practitioners.”3 It 
seems hardly likely that a taxpayer 
would undertake a voluntary disclosure 
under such a vague and tenuous assur- 
ance. A voluntary disclosure continues 
to be a dangerous act. 


Negotiations below appellate level 


In negotiations with the Internal 
Revenue in a civil fraud case 
in which there has been a criminal con- 
viction, the only hope for relief lies in 


Service 


reducing the proposed deficiency. Hav- 
ing once proved the existence of fraud 
in court, there is little likelihood that 


the Government representatives will 
eliminate the civil fraud penalties. 
Where a recommendation for no 


prosecution has cut off the criminal 
prosecution, the taxpayer may be able 
to eliminate the civil fraud penalties as 
well. 

Where the case has never .been con- 
sidered by the Intelligence Division but 
originated as and remained a civil case, 
obviously the possibility of eliminating 
civil fraud penalties in addition to re- 
ducing or wiping out the proposed de- 
ficiency, is even greater. 

As in the case of a simple deficiency, 
the various levels of negotiating with the 
Internal Revenue Service in a 
fraud case are (1) the agent (2) the group 
chief (3) the coordinator and (4) the 
Appellate Staff. Below the appellate 
level the decisions of the Government 
representatives are subject to review by 
the review staff. This staff has no direct 


civil 


contact with taxpayers and theoretically 
has no influence on a case except in the 
extreme situation. Actually, the review 
staff has had unfavorable effect in 
laying restraints on the proper judg- 
ment of some representatives, lest their 
close decisions, honestly made, be ques- 
tioned. 


an 
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A civil fraud case is commenced with 
the Revenue Agent. This may be fol- 
lowed by a conference with the agent's 
group chief. If no agreement is reached, 
a so-called 10-day letter is issued. In 
response to this the taxpayer files a pro- 
test and requests a conference. At this 
point the conference coordinator enters 
the picture. This is a comparatively 
recent innovation. The purpose of the 
conference coordinator is to determine 
whether a case can be disposed of with- 
out its transmission to the Appellate 
Staff. In a limited sense, this is a minor 
effort to reinstate the former conferee. 
The conference coordinator may handle 
the case himself, if it is sufficiently im- 
portant, or he may select among certain 
personnel qualified to act in that Cca- 
pacity for a particular case. The per- 
son selected to be the conferee may be 
the particular agent’s group chief, al- 
though technically, if he has _partici- 
pated in a conference with the taxpayer 
previously, he will not sit as conferee. 
Failing agreement at this level, the 30- 
day letter is issued and the case is trans- 
ferred to the Appellate Staff. 


Appellate staff 


At each of the steps from the agent 
to the group chief to the coordinator, 
the civil fraud penalties may not be 
waived, if the case has at any time been 
handled by a Special Agent, without the 
Intelligence 
After the case has reached the Appellate 


consent of the Division. 
Staff, between the time of the issuance 
of the 30-day letter, and any action that 
the taxpayer may take respecting a 90- 
day letter, the fraud penalties may be 
the the 
Regional Counsel, even though the de- 


waived only with consent of 


ficiency itself could be resolved by the 
Appellate Staff itself 
rence by Regional Counsel. This some- 


without concur- 


times may produce a peculiar result. 
After the case is docketed in the Tax 
Court, but prior to the opening date 
of the session at which the case is calen- 
dared for trial, a settlement of the en- 
tire case, including the penalties as well 


2A taxpayer is not ordinarily advised of the rec- 
ommendation for no prosecution. The commence- 
ment of proceedings in the civil fraud case, usually 
by a 10-day letter, or occasionally by a 30-day let- 
ter, amounts to notice that the criminal phase will 
not be further pursued. 

*Dana Latham, Commissioner of Internal Rev- 
enue, “Current Administrative Problems of the 
Internal Revenue Service,” address to the Tax 
Section of the American Bar Association, Miami, 
Fla., August 23, 1959. 

* Herzog, The Trial of a Fraud Case in the Tax 
erm; 10 N.Y.U. Inst. on Federal Taxation, 1319 
ql ¥ 

® Tax Court of the United States, Rules of Prac- 
tice, Rule 7(c) (4) (B) (4). See Louis Halle, 7 T.C. 
245 (1946), aff’d without discussion of this point, 
178 F.2d 500 (2d Cir. 1949), cert. denied 338 U.S. 
949 (1950). 
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as the deficiencies, by the Appellate 
Division must be concurred in by Re- 
gional Counsel. If there is a conflict 
between the Appellate Division and Re- 
gional Counsel, the views of each of 
these two officials are submitted to the 
Chief Counsel, and his decision is con- 
trolling. However, on and after the 
opening date of the session at which the 
case is calendared for trial, the conclu- 
sion of the Regional Counsel is con- 
trolling as to the entire case, including 
the deficiencies and penalties. 

The procedure discussed in the pre- 
ceding paragraph regarding the powers 
of the Regional Counsel are compara- 
tively new. As a practical matter, the 
Regional Counsel will ordinarily not act 
wholly independently of the Appellate 
Staff even after the opening date of the 
session at which the case is calendared. 
However, the effect of this recent theo- 
retical shift of power places greater 
leverage on the thinking of the Re- 
gional Counsel respecting a particular 
issue. 

If the taxpayer pays the taxes, penal- 
ties and interest, then he follows the 
same procedural steps outlined for a 
proposed deficiency, except that after 
the Appellate Staff rejection, the tax- 
payer would file a claim for refund and 
later bring his action in the District 
Court or Court of Claims. The Tax Sec- 
tion of the Department of Justice would 
then handle the settlement of the case, 
but the tax section would not dispose 
of the case without the concurrence of 
the Internal Revenue Service except in 
the unusual situations. 


Civil fraud trials 

The trial of a civil fraud case really 
commences with the issuance of a ‘‘90- 
day letter.” This letter is issued by the 
Appellate Staff usually in conjunction 
with the office of the Regional Counsel, 
where the parties have finally failed to 
The 
appeal therefore is to the courts. 

The 
jurisdiction in which he plans to try his 
case. The taxpayer may go directly into 
the Tax Court without the payment of 
any of the deficiencies or penalties. Or 
the taxpayer may pay his deficiency and 
penalties and file a claim for refund and 


reach an agreement. taxpayer's 


taxpayer must now select the 


later enter the district court or Court of 
Claims. In the District Court either the 
taxpayer or the Government may claim 
a jury trial. Under certain circumstances 
a jury trial may be desirable. In all 
whether in the Tax 


other instances, 














Court or District Court, the proceeding 
is before a single judge. In the Court of 
Claims, a hearing on the facts is had 
before a single Commissioner of the 
Court of Claims. Since the vast majority 
of the civil fraud cases are tried in the 
Tax Court the greatest part of this dis- 
cussion will deal with proceedings in 
that court.4 


Tax Court procedure 


In the Tax Court the suit is com- 
menced by the taxpayer filing a petition. 
Even though the burden of proving 
fraud is on the Commissioner, the peti- 
tion should raise the issue of fraud in 
the assignment of errors contained in 
the petition.5 The Commissioner, in ad- 
dition, affirmatively alleges fraud in his 
answer to the petition. The petitioner 
must then file his reply. If the petitioner 
has filed his reply, even though he does 
not appear at the Tax Court hearing, 
the Commissioner has the burden of 
proving that the civil fraud penalties 
were correctly asserted and must go on 
to try the case. The taxpayer carries 
the burden a3 to the proposed de- 
ficiency. 

Whereas in a criminal fraud case there 
is a varying amount of reluctance in 
disclosing the Government's position, in 
a civil fraud case this variability of re- 
luctance is considerably less. 

The Tax Court rules require that 
the parties to the litigation bend every 
effort to stipulate the evidence to the 
fullest extent possible. For example, en- 
tries or summaries from books of ac- 
count and other records, documents and 
other matters of evidence which are not 
in dispute, must be stipulated. 

Because of this requirement for stipu- 
which the 
have followed out, even a Government 
be reluctant to dis- 
close his case is more apt to supply the 
material facts upon which the Govern- 
ment intends to proceed. As a practical 
Govern- 
ment counsel will be glad to supply par- 


lation, court is anxious to 


counsel who may 


matter, more often than not, 
ticular factual information which may 
be requested. 

Where, however, there is a reluctance 
to disclose certain information on the 
part of Government counsel, taxpayer 
may file a motion with the Tax Court 
the 
definite and specific. Such a motion 
must be filed prior to the setting of the 
case for trial, and should point out the 
defects complained of and the details 


desired. 


to have allegations made more 
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In the Court of Claims and in the 
District Court the same rules as to bur- 
den of proof and presumption of cor- 
rectness of the tax sought to be refunded 
(the deficiency in the Tax Court) apply. 
The Commissioner carries the burden 
of proof as to the civil penalty, in those 
two courts as well. The taxpayer carries 
the burden as to the tax to be refunded. 

Ordinarily, the Department of Justice 
attorney in the District Court and the 
Court of Claims will seek to stipulate 
as many facts as possible, not unlike 
the procedures in the Tax Court. Mo- 
tions for more detailed information may 
similarly be made in the District Court 
and the Court of Claims. But again, be- 
fore doing so, it would be well to con- 
tact the attorney in the Department of 
Justice. 

rhe actual trial in any of the juris- 
dictions here mentioned is not different 
in any material manner from any other 
civil suit, whether with or without a 
jury. 

Where there has previously been a 
criminal conviction, the type of plea 
which was entered in the criminal case 
have some effect the burden 
which the Government carries in estab- 
lishing the civil fraud. A plea of guilty 
to a criminal fraud charge is admissible 
evidence of civil fraud. A plea of nolo 
contendere may be used in a non-jury 
case to impeach the testimony of the 
taxpayer. However, where in a jury case 
Government counsel asked the taxpayer 
whether he had pleaded nolo conten- 


may on 


dere to a criminal tax evasion charge, it 
was held to be prejudicial error and the 
taxpayer was held entitled to a new 
trial.6 In a more recent case, presently 
Tax Court listed the 
plea of nolo contendere and the convic- 
tion as some of the evidences of fraud.7 
\ District Court judgment that the 
taxpayer was convicted of criminal fraud 
is properly admissible in evidence in 
the Tax Court civil proceeding for the 
years involved in the criminal case.8 


on appeal, the 


In spite of the acquittal in a criminal 
fraud case the evidence may be sufficient 
to sustain the Government's burden of 
proof in a civil fraud case. It is also pos- 
sible for a taxpayer to be successful both 
in his 


criminal fraud and civil fraud 


cases,9 


Jeopardy assessments 
Where the collection of a tax appears 


to be endangered, the Commissioner 
may accelerate the procedural process 


through the issuance of a jeopardy as- 


sessment. Ordinarily, the jeopardy assess- 
ment is accompanied by liens to assure 
the collection of the taxes and penal- 
ties. The jeopardy assessment is an im- 
portant weapon in the arsenal protect- 
ing the Federal fisc. 

The jeopardy assessment is an ex- 
treme measure which ought to be used 
sparingly. It may with good cause be 
used where the taxpayer may try to 
leave the country, or he may try to 
transfer or convert his assets beyond the 
control of the Im- 
properly used, it is an instrumentality 
which may well throttle the economic 
life of the taxpayer. 


collection officers. 


Because of the very serious nature of 
a jeopardy assessment, the Tax Court, 
on motion by the taxpayer, will move 
up the hearing of a case where the 
jeopardy assessment has been used. This 
as least gives some advantage to the 
taxpayer in being heard by the court as 
soon as possible without waiting what 
may sometimes amount to a period of 
years before the case is placed on the 
calendar. 

There is no way for the taxpayer to 
prevent a jeopardy assessment. The de- 
cision whether or not to use this meas- 
ure is left to the judgment of the Dis- 
trict Director, who may or may not be 
adequately informed at the time that he 
exercises his authority. About the only 
procedure that can be followed to avoid 
the use of the jeopardy assessment is to 
avoid acting outside the ordinary course 
of business. If a special transfer has to 
be made taken, it 
may be well to get the permission of 
the District Director or Regional Com- 
missioner. But this in itself may some- 


or unusual action 


times be dangerous! 
the 
should have 


Finally, taxpayer, through his 
with 
the Government’s representative handl- 
ing the case that he is assured that the 
Government’s interest is in fact being 


protected. Beyond this a taxpayer can 


counsel, such liason 


do no more than hope that this extreme 
measure will not be used. It is true that 
this device is used sparingly by the Gov- 
ernment, instances when 


but in those 


it is misused, it becomes a deadly 


weapon. 


Licavoli case 


As indicated above, the Commissioner 
will not ordinarily commence proceed- 
ings in a civil case until the criminal case 
is completed. If, pending the action in 
the criminal case, it appears that the 
of the tax civil fraud 


collection and 
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penalties may become endangered, the 
Commissioner may use the jeopardy 
assessment accompanied by liens to pro- 
tect the Government’s position. 

A situation similar to this arose in 
the now significant Licavoli cases.1° The 
taxpayer had been indicted and while 
his under consideration his 
civil fraud case involving the same years 
was pending in the Tax Court. The 
Commissioner’s allegations of fraud in 
the answer in the Tax Court proceeding 
were stated in quite general terms so 


case was 


that the taxpayer could not adequately 
prepare his defense. The taxpayer there- 
upon filed a motion in the Tax Court 
that, because the allegations were gen- 
eral in nature, the 
ordered to his 


Commissioner be 
de- 
finite and certain by supplying certain 
specific information. The Tax Court 
the Commissioner to file an 
amended answer or show cause why the 
proceeding insofar as the fraud issue 
was concerned, should not be dismissed. 
In the absence of civil fraud the pro- 
posed deficiency would be barred by 
the statute of limitations. The Commis- 
sioner refused to comply with the Tax 
Court’s order on the ground that the 
more detailed information would give 
the taxpayer information to which he 
was not entitled in the contemplated 
criminal action. The Tax Court was not 
impressed with this policy of the Com- 
missioner. The Tax Court concluded 
that it “must confine itself to its own 
problems,” without regard to any crim- 
inal action which was carried on in an- 
other court, and entered its decision of 
no deficiency. The Sixth Circuit asserted 
that it did not believe that a rule of 
pleading which is applicable in civil 
actions in a case where no criminal ac- 
tion is pending should be held inap- 
plicable in another case merely because 
a criminal action is pending. The Cir- 
cuit Court agreed with the Tax Court 
that the trial of the civil case is inde- 


make answer more 


ordered 


pendent of the criminal action. 

From yet another court the Commis- 
sioner’s policy of trying civil fraud cases 
only after the criminal case is completed 
received a setback. This case originated 
with the use of the jeopardy assessment. 
The taxpayer, Brodson, was investigated 


® Mickler v. Fahs, 243 F.2d 515 (CA-5 1957). 

7 Cefalu, TCM 1958-37, on appeal CA-5. 

8 Galant, 26 TC 354 (1956), Acq. 1956-2 CB 5; 
Potson, 22 TC 912 (1954), aff'd 230 F.2d 336 
(CA-7 1956); Karp, 17 TCM 360 (1958), on ap- 
peal Ninth Cir. 

® Lourie & Cutler, Tax Fraud—A Reappraisal, 29 
Boston Univ. Law Rev. 79, 84 (1949). 

10 Grace Licavoli, 15 TCM 862 (1956); Peter 
Licavoli, 15 TCM 998 (1956), aff'd 252 F.2d 268 
(CA-6 1958). 
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for criminal fraud, and was indicted. 
To assure collection of taxes and penal- 
ties which might become due, the Dis- 
trict Director utilized the jeopardy as- 
sessment and liens, and taxpayer’s re- 
sources were completely tied up. The 
Commissioner would not release funds 
to enable the taxpayer to employ the 
proper tax experts to try his case. Ac- 
cordingly, the taxpayer moved to dis- 
miss the indictment on the ground that 
he would not get a fair trial, and the 
District Court agreed with him. Fol- 
lowing an unsuccessful effort to obtain 
a direct appeal to the Supreme Court,1!2 
the Circuit reversed the Dis- 
trict Court, holding that only after the 
criminal trial was held could it be de- 
termined whether or not he had had a 
fair trial.18 The taxpayer thereupon re- 
turned to the District Court and moved 
to the 


Seventh 


have criminal case continued, 
11 Brodson, 136 F. Supp. 158 (E.D. Wis. 1955). 

12 Brodson, 234 F.2d 97 (CA-7 1956). 

18 Brodson, 241 F.2d 107 (CA-7 1957), cert. denied 
354 U.S. 911. This case was a rehearing en banc 
of the original hearing on appeal. This original 
opinion was published at 1956 P-H, paragraph 
73,017. 

14 Brodson, 155 F. Supp. 407 (E.D. Wis. 1957); 
Murphy, Recent Developments in the Fraud Field, 
17 N.Y.U. Inst. on Fed. Taxation 483, 486 (1959). 
Correspondence with the courts involved has indi- 
cated that the lengthy Brodson litigation was ter- 
minated by a stipulation of deficiency entered in 
the Tax Court on June 20, 1958, and a plea of 
guilty to one count of the criminal indictment en- 
tered on June 16, 1958. 

IIRC of 1954, Section 6861(g). See also Mike- 
worth, How to Handle Jeopardy Assessments, 
Prentice-Hall Tax Ideas Paragraph 8015. 
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pending the determination of his civil 
fraud case in the Tax Court. The Com- 
missioner, as in the Licavoli cases, assert- 
ed that the trial of the civil fraud case 
would give the taxpayer information to 
which he was not entitled in the crim- 
inal action. But the District Court sup- 
ported the taxpayer’s position.14 

The Brodson cases show the unwieldy 
result which the jeopardy assessment can 
create where the criminal and civil 
cases are placed in juxtaposition to one 
another. To strap a taxpayer’s hands, 
and then tell him to defend himself is 
basically unfair even if the taxpayer per- 
sonally deserves little sympathy. On the 
other hand, there is a justification in 
the Commissioner’s trying to protect 
his criminal case, notwithstanding the 
contention that the proceedings in the 
civil and criminal cases are independent. 

The use of the jeopardy assessment 
and the application of liens are weapons 
so severe that it might be desirable that 
an administrative body be given the 
right to review the action of the IRS 
following appeal by the taxpayer. Now, 
unfortunately, the IRS is unbending 
once a lien has been placed. Actually, 
even now the jeopardy statute does pro- 
for relief at the 
level, but as a practical matter there is 
little chance for real relief.15 % 


vide administrative 


New fraud and negligence decisions 





Reconstruction of income presumptively 
correct. Taxpayers were engaged in busi- 
ness as a ballroom dance team and ap- 
peared in clubs and theatres in several 
states. Their income was reconstructed 
by a net worth computation since they 
presented no books or records of conse- 
quence. The court fails to give any 
weight to taxpayers’ testimony that they 
had $10,000 in cash in a strong box at 
the beginning of the period, and finds 
the Commissioner’s computation pre- 
sumptively correct subject to certain 
minor adjustments. Talbot, TCM 1959- 
243. 


Fraud penalties not sustained. Although 
taxpayer did not sustain his burden of 
proof as to the deficiencies, the court 
finds the government did not sustain 
its burden as to fraud, and refunds the 
penalties. Taxpayer was ignorant of 
business methods, and his failure to take 
inventories or to compute depreciation 
properly were not evidences of fraud. 
Further, the court finds errors in the 


government’s net worth analysis. Broad- 
head, DC Miss., 12/29/59. 


Overstating costs and understating in- 
come fraudulent. A proprietorship 
manufacturing brass and bronze ingots 
is found to have understated its sales, 
overstated its purchases of scrap by issu- 
ing checks to fictitious payees, and over- 
stated its selling, traveling, and adver- 
tising expenses, for the years 1946 
through 1952. Part of the deficiency for 
each of the years is found to be fraudu- 
lent with intent to evade tax. Tobin, 
TCM 1959-244. 


Net worth computation upheld. The 
Commissioner computed taxpayer's in- 
come for 1943-1947 by the net worth 
method. The net worth computations 
show that taxpayer consistently reported 
less than 14 of his taxable income. This, 
coupled with the fact that the avail- 
able books and records had been altered, 
and that taxpayer had been convicted 
on a charge of income tax evasion, is 


sufficient evidence to support the fraud 
penalties. The Tax Court is affirmed. 
Cefalu, CA-5, 2/29/60. 


Taxpayer may inspect revenue agent's 
reports. In a suit for refund of taxes 
and fraud penalties, taxpayer moves to 
inspect the revenue agent’s reports on 
file in his office. The court grants the 
motion. The reports are not privileged 
as Official records of the government. 
Nor does it matter that the taxpayer 
hopes to use the reports in connection 
with his pending criminal trial for tax 
evasion. Frazier, DC Tex., 11/12/59. 


Negligence penalty picper though will- 
ful neglect was not shown. Taxpayer 
had for many years made it her prac. 
tice to take the initiative in calling her 
accountant to prepare returns. The Tax 
Court held that the prolonged illness of 
the accountant did not excuse her from 
the delinquency penalties for her failure 
to file until 1952 returns for 1944 
through 1949. To be relieved of the de- 
linquency penalty, taxpayer must show 
reasonable cause for the late filing; mere 
lack of willfulness is insufficient. This 
court affirms. Schmidt, CA-9, 11/19/59. 


Jury finds fraud in case based on net 
worth. Taxpayer’s income was redeter- 


mined on the net worth method for 


the years 1944 through 1949. Upon suit| 


for refund, the Government affirmative- 
ly asserted fraud. Taxpayer’s claim was 
based’ on an alleged substantial net 
worth at the beginning of 1944. The 
court instructed the jury that the tax- 
payer had the burden of proving the 
correctness of his income, but that the 
burden rested on the government to 
prove fraud. Answering interrogatories, 
the jury determined taxpayer’s net in- 
come for each taxable year, and found 
fraud in four of the five years involved. 
McGraw, DC Ga., 11/16/59. 


Income reconstructed from unexplained 
bank deposits. The Commissioner de- 
termined deficiencies against taxpayer, 
a boxing and wrestling matchmaker, 
based upon the inclusion in income of 
$10,000 of unidentified or unexplained 
bank deposits. Although the court finds 
the evidence not entirely satisfactory, it 
applies the Cohan rule to determine 
that taxpayer had unreported income of 
$8,000. It also sustains the negligence 
penalty because of taxpayer's failure to 
keep proper records. Rudolph, TCM 
1959-230. 
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NEW DEVELOPMENTS IN 


Foreign aspects of taxation 


EDITED BY SIDNEY I. ROBERTS, LL.B., CPA, 
JOHN COSTELLOE,-LL.B., AND JOHN WILCOX, LL.B. 





Tax planning can increase profit from 


doing business in the European Community 


by R. PALMER BAKER, JR. 


imerican companies organizing to take advantage of the opportunities for profit- 


able business in the European Community are discovering that taxes in member 


countries are an important factor in deciding whether to enter the market alone 


or with a European joint-venturer, whether to create subsidiaries or branches in 


different countries, where to establish the corporate base, etc. Mr. Baker calls at- 


tention to the significance of indirect taxes and of incentives and subsidies, items 


frequently as important as income and dividend taxes. 


[* PLANNING FOR COMMON MARKET Op- 
erations, including the basic choice of 
the 
viser must change his habits of thinking 
and consider the indirect or 


business location, American tax ad- 
“cost-rais- 
taxes first and the more glamorous 
Indirect taxes ac- 
count for the following percentages of 


ine’ 
ing 


income taxes second. 


total tax revenues in the six member 

countries:1 
Italy 70% 
France 60 
Belgium 53 
West Germany } 47 
Luxembourg 41 
Netherlands 40 


With these percentages in mind, one 
may attach less importance to the fact 
(merely by way of example) that the 
Belgian taxes on corporate income, both 
retained and distributed, are imposed 
rates than the Dutch. Con- 
versely (and again by way of example) 
properly that the 
Netherlands has the simplest tax system 


at lower 


one may gather 


and the fewest number of taxes to be 
found among the Common Market coun- 
tries. 
Here, in the area of indirect taxes, the 
lawyer has to work closely with the mar- 
keting and cost specialists to do an 
effective planning job. For example, the 
labor-related taxes are of exceptional 
importance in Western Europe.? Look- 
ing at the Community as a whole, direct 
labor costs are probably about a third of 


what they are in the United States. In- 
side the community, these costs are gen- 
erally highest in France and Germany, 
lowest in Italy, although a move toward 
equalization is apparent. Perhaps a move 
toward equalization of the labor-related 
taxes will also appear. In Italy, 
cial contributions 
payroll amount to some 50% of wages 
paid. In France, the percentage, though 
high, is nearer to 30%, including the pay- 
roll tax which relieves the 


the so- 


insurance based on 


wage earner 
income 
tax. In Belgium and the Netherlands, the 
impact is a little less—perhaps 20% of 
payroll. In Luxembourg,, where these 
taxes are imposed by the local authori- 


of the basic “Proportional” or 


ties, and in Germany, the impact is 
smaller, though higher than it is, say, in 
the United Kingdom. Obviously, a study 
of these taxes has to go hand-in-hand 


with any wage study. 


Turnover taxes 


Even more important than these pay- 
roll taxes the taxes on sales or turn- 
over.3 In Western Europe these are im- 
posed on each transfer of ownership in 
the course of production or distribution, 
or both. Indeed, and the 
Netherlands the tax is levied not only 


are 


in Germany 


1See R. Mees & Zoonen, Company Taxation in 
Western Europe (Rotterdam 1959), p. 4. 

2See John Moss, “Tax Burdens in Common Mar- 
ket Countries,”’ XII Natl. Tax Jour. (Sept. 1959), 
p. 216. 

8 See generally, Federation of British Industries, 
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on actual deliveries but also on the con- 
sumption of products by their producer. 
In each case, except that of France, the 
tax is passed on as part of the price 
charged. Hence its cost is cumulative, 
and it is added to the tax base for the 
sale of the next vendor. 

This method of sales tax is known as 
the “cascade” system. The normal rates 
are 5% in Belgium and the Netherlands, 
4% in Germany, half of that in Luxem- 
bourg, 3% in Italy. However, these rates 
do not indicate the total tax burden on 
a given industrial process. This burden 
must be analyzed as part of the cost 
study which presumably should be made 
in selecting the Common Market loca- 
tion and method of operation. It is most 
easily measurable in France, where what 
is known as the ‘“‘added value tax” is sub- 
stantially non-cumulative because de- 
ductible by the purchaser from the tax 
due on his own sale. On domestic sales, 
the total rate is about 20% of the whole- 
sale price of the final product, to which 
must be added local sales taxes of 2.75%, 
imposed at the retail level. 

From a planning viewpoint, the turn- 
over taxes can produce substantial dis- 
tortions of cost on export and import 
transactions within the member coun- 
tries of the Community. The reasons are 
twofold: 
sessed 


higher rate is sometimes as- 


on import 


transactions, while— 
except in Italy—there is usually a sub- 
stantial remission or rebate of pre-ex- 
port turnover taxes on export sales. A 
striking illustration of the distortion or 
discrimination which is possible has been 
cited by a former Italian Minister for 
Foreign Trade.4 In Italy, the turnover 
tax, or “I.G.E.,” is pyramided into the 
final production cost, without any im- 
portant drawback or refund on export 
sales. In France, the tax on added value 
is imposed on purchases, with the great- 
est burden on the final consumer, and 
hence is assessed against import trans- 
actions with particular force. A Fiat 1100 
passenger car imported into France is 
entitled, after a year or more of delay, 
to an Italian tax rebate of 65,000 lire, 
which is only a small part of the total 
cost attributable to the Italian turnover 
taxes. In France, the cost of the auto- 
mobile is then increased by 170,000 lire 
in added value tax, plus duty. By way 
of contrast, a Renault Dauphine ex- 
Taxation in Western Europe (London 1959). This 
is by all odds the most useful publication avail- 
able, both as to indirect or transaction taxes and 
the direct taxes on income. 


“US Business ‘Joining’ Euromart,” Journal of 
Commerce, May 28, 1959. 
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ported to Italy is freed from some 130,- 
000 lire in French tax and subjected 
(plus duty) to about 55,000 lire in Italian 
tax. 

Obviously, the tax planner is going to 
be concerned with situations such as 
this. However, it should be noted that 
elimination of this kind of discrimina- 
tion and cost distortion is a primary ob- 
jective of the Treaty of Rome—under 
which the European Economic Com- 
munity was created. It is true that the 
fiscal provisions of Articles 95 through 
99 of the treaty permit the continuation 
of the cascade system, as well as refunds 
or drawbacks on export sales. However— 
and this is substantially the case in 
France at the present time—these draw- 
backs and refunds are not to exceed the 
total taxes imposed. In addition, the 
Commission has been entrusted with the 
responsibility of working out a program 
of harmonization in the entire field of 
indirect taxation. And finally, the com- 
petitive pressures of the Common Mar- 
ket seem already to be leading to some 
unilateral reform. 

It should be said that harmonization 
of the turnover system within the Com- 
munity, and unilateral reform, are ad- 
dressed to the method rather than the 
rate and total impact of tax. Last sum- 
mer, while engaged on a study of this 
general subject, I concluded that har- 
monization and reform are likely to in- 
crease the emphasis on the direct in- 
come taxes in Italy and France in par- 
ticular, and within the Community gen- 
erally. However, I now think you will 
find a growing consensus to the con- 


trary. 


Multi-country operations 


Turning now to the taxes on income, 
our concern here is with company taxa- 
tion, i.e., the direct taxes which are 
levied by the member countries on cor- 
porate income or profits, including with- 
holding taxes on corporate distributions. 

Let us take a typical United States in- 
dustrial corporation, of moderate size, 
without any present organization in 
Western Europe and with little business 
experience in the area except through 
its small export division and, possibly, 
its licensees. Such a corporation is not 
likely to enter the Community alone 
when it decides to establish production 
there. It is 


more likely to buy into a European in- 


and distribution facilities 
dustrial corporation already in existence, 
or to form such a corporation with Euro- 
pean partners. This would be in line 
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with a trend already apparent in the 
Community. Joint or reciprocal opera- 
tions by French and German companies 
are particularly common. Joint Franco- 
Belgian and German-Italian arrange- 
ments are also numerous. For example, 
the Swiss Review of World Affairs® notes 
that the Alfa Romeo Company has 
begun producing a Dauphine car in 
Italy, while Renault is distributing and 
partially manufacturing Alfa Romeo 
products in France. Chrysler owns 25% 
of the French Simca company, which, in 
turn, is setting up assembly plants in 
Rotterdam. Similac examples proliferate 
in other industries. The tendency is to 
multiple-corporate ownership, and neces- 
sarily—for the Common Market is what 
its name implies—to multi-country branch 
or subsidiary operations. For the initial 
manufacturing operation, at least, the 
tendency is also doubtless to use of one 
of the member countries for the place of 
corporate domicile. This need not be 
the place of incorporation, since the 
member countries generally do not dif- 
ferentiate between their own 
tions and foreign corporations which are 
managed and controlled or have their 


corpora- 


principal seat of enterprise in the taxing 
state and are thus “resident” or “domi- 
ciled” therein. 

The business fact of multi-country 
operation within the Community greatly 
minimizes the importance of compara- 
tive tax rates, and emphasizes the im- 
portance of unilateral and treaty ar- 
rangements for the avoidance of double 
taxation. Except in the case of Luxem- 
bourg, where some relief is available 
through negotiation with the Minister 
of Finance, the network of treaties be- 
tween the six member countries is or 
soon will be complete.6 These treaties 
have the common provision that indus- 
trial and commercial profits earned by a 
permanent establishment in one treaty 
country are taxable only by the country 
in which the permanent establishment 
is located. The permanent establishment 
is treated like a separate business en- 
tity and, either as a matter of treaty re- 
quirement or business practice, main- 
tains its separate accounts. The problem 
of arm’s-length dealing is involved, and 
is dealt with, at least in theory, by the 
treaty provisions. In the case of profits 
of navigation by sea or air, the problem 
is not present, because the taxation of 
these profits is assigned by the treaties 
to the seat of the transportation enter- 
prise. Because of this treaty provision, 
and because of the nature of transporta- 





[R. Palmer Baker, Jr., is a member of 
the New York law firm of Lord, Day & 
Lord. This article is adapted from a 
paper he presented at the Institute on 
Legal Aspects of the European Com- 
munity held in Washington this Spring 
under the auspices of the Federal Bar 
Association. Full proceedings of the In- 
stitute were published on April 15, and 
an available from the Association in 
Washington. ] 





tion enterprises generally, comparative 
tax rates in this instance would seem to 
be a more important factor in selecting 
the place of corporate domicile than in 
the case of other businesses. A fairly re- 
cent article in The Wall Street Journal? 
quotes the European head of North 
American Van Lines as stating that an 
initial choice of Germany as a_head- 
quarters location turned out to be im- 
possibly burdensome because national 
and local taxes took about 60% of earn- 
ings. According to the article, North 
American Van _ Lines shopped 
around and finally settled upon Luxem- 
bourg. 


then 


Because of the treaty pattern, there is 
no serious income tax obstacle to multi- 
country branch operation by a corpora- 
tion of one of the member countries. 
(Incidentally, United Kingdom 
corporations can postpone their United 
Kingdom tax until their Common Mar- 
ket profits are distributed, through the 
use of 


since 


overseas trade subsidiaries,’ it 
may not be surprising that the British 
are establishing a foothold in the Com- 
munity, particularly in Germany, Italy 


and the Netherlands.) 


Choosing base country 

If we are to assume that the Treaty 
of Rome is going to accomplish its ob- 
jectives, so that the capital and business 


5 Salomon Wolff, ‘“‘The Common Market and Pri- 
vate Enterprise,” IX Swiss Review of World Af- 
fairs (August 1959), pp. 13-17. 

®See United Nations, International Tax Agree- 
ments, Vols. I-IX (New York 1959); United Na- 
tions, Treaty Series; Organization for European 
Economic Cooperation, The Elimination of Dou- 
ble Taxation (Paris 1958), (Report of Fiscal 
Committee); Lachmann, Kar! E., “International 
Tax Treaties and their Effect on Double Taxa- 
tion,”” in American Management Association, The 
Taxation of Business Income from Foreign Oper- 
ations (New York 1958). 

7 The Wall Street Journal, December 16, 1959. 

5’ Harvard Law School International Program in 
Taxation, Taxation in the United Kingdom 
(World Tax Series, Boston 1957), 1959 Cum. 
Suppl. 

* The best guide to taxation in France is Comite 
Franc-Dollar, Business Operations in France — 
A Guide for American Investors 
1959). 
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enterprises of any one member state may 
move freely throughout the Community, 
then the logical pattern of operation is 
the establishment of corporate domicile 
in the one country with branch opera- 
tions in the others. Interestingly enough, 
a French corporation may be particular- 
ly suitable as the corporate base for this 
The for this is that 
taxes on a territorial 
basis as to source, quite aside from the 
treaty provisions to which I have already 
referred. Hence, a French subsidiary of 
a United States corporation can be 
effectively used to average income from 


purpose. reason 


France® income 


countries with lower rates, say Italy1° 
and Belgium,!! to take maximum bene- 
fit of the foreign tax credit provisions of 
our own Internal Revenue Code. Con- 
versely, a corporation domiciled else- 
where in the Community may well be 
disinclined to operate in France through 
a branch, since the earnings of the 
will be both subjected to the 
French corporate tax and then treated 
like a distributed dividend subject to 
withholding of the proportional tax 
under the so-called “subscription”  sys- 
tem. 


branch 


Assuming that we are concerned with 
branch operations only within the Com- 
mon Market Area, the territorial basis 
of taxation applied by the tax treaties 
is such that the area of choice for the 
corporate base is a wide one, Theoreti- 
cally, Luxembourg is least desirable, 
since it taxes corporate business income 
regardless of source, without specific 
for unilateral and 


provision relief, 


presently has tax treaties only with 
(A treaty with 
Germany is still subject to ratification.) 


However, it is possible to negotiate a 


France and Belgium. 


distinction between foreign source and 
Luxembourg income. 
If the manufacturing corporation in 


ie For a brief but very good summary of the Ita- 
see Office of the Commercial 
Italian Embassy, Washington, D. C., 
“Taxes in Italy,” Italian Trade Topics (9/59). 

! As to taxation in Belgium, see Ministry of Eco- 
nomic Affairs, The Belgian System of Taxation 
n its Relation to Corporations (Brussels 1959). 

“As to taxation in the Netherlands, see gener- 


lian tax system, 


Counselor, 


ally Baron van Lawick, ‘Pays-Bas,” XXXIX 
Cahiers de Droit Fiscal International 503 (Ma- 
drid 1959), (In English); U. S. Department of 


Commerce, World Trade Information Service, Es- 


tablishing a Business in the Netherlands (Oct. 
1958). 

® Taxation in Germany wil! be covered in the 
volume which is scheduled for publication in the 
near future by the Harvard Law School Inter- 
national Program in Taxation (World Tax Ser- 
ies). Meanwhile, see Otto L. Walter, Summary of 
Essentials of Taxation in the Federal Republic of 
Germany (German-American Trade Promotion 


Office, New York 1959). 


the Common Market contemplates 
branch operations outside the area with 
non-treaty countries, the choice of cor- 
porate domicile becomes more impor- 
tant. The Netherlands!? has been found 
particularly suitable in this respect, since 
it releases its own tax on foreign-source 
income of any kind, provided such in- 
come is taxed—no matter how low the 
rate—abroad. An interesting related ar- 
rangement would be incorporation in 
the Dutch Antilles, which the mother 
country intends to associate with the 
Community as soon as the machinery of 
the Treaty of Rome permits. A trading 
company of this sort, earning its income 
outside of the Antilles, will remain sub- 
stantially free of tax in the Antilles; 
may thus be effectively used for opera- 
tion both within and without the Com- 
munity; and, not unimportantly, will 
receive the benefits of the Netherlands 
tax treaty with the United States. 

This is an area where comparisons are 
dangerous. However, it should be noted 
that Italy does not, in general, offer uni- 
lateral relief against double taxation of 
foreign-source income, although the 
treaties provide such relief within the 
Community. Belgium reduces its basic 
tax on business income by 80% as to 

taxed 
not in 
effect, Germany! has in the past simply 
applied a foreign tax credit system. 
Since the German rates are high, this 
meant that investors were discouraged 
from using Germany as a base for for- 
eign operations. However, a German 


profits which are earned and 


abroad. Where tax treaties are 


corporation may now elect to have the 
income of a foreign permanent estab- 
lishment taxed at a blanket rate of 25%, 
or about half of the usual corporate rate 
on undistributed profits. Before this elec- 
tion was made available last summer, a 
United States investor might have hesi- 
tated to establish a manufacturing base 
in Germany if it was thought that the 
product would be marketed in countries 
outside the Community with low tax 
rates. 


Branch or subsidiary? 


Although multi-country branch opera- 
tion within the Community is feasible, 
as well as logically consistent with the 
pattern and objectives of the Treaty of 
Rome, it is not always preferable to the 
the 
branch or permanent establishment of 


use of subsidiaries. In some cases, 
a foreign corporation may be subject to 
a higher rate of tax than a domiciled 


corporation. As we shall see, the com- 
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bined rate of German income and trade 
or business tax does not usually exceed 
51% on distributed profits in the case 
of a German corporation, whereas the 
combined rate on a branch operation in 
Germany is 56% in the absence of 
special negotiation. In Belgium, the flat 
40% tax imposed on the Belgian 
branches of foreign corporations may be 
either more or less than the graduated 
rate which is applicable to Belgian com- 
panies and which produces a maximum 
effective rate of 45.3%. 

Whether a subsidiary is preferable to 
a branch inside the Community also de- 
pends, of course, on whether dividend 
distributions are subject to withholding 
tax at the source and to further tax in 
the country of receipt. On the latter 
point, the Netherlands is a preferred lo- 
cation for an operating holding com- 
pany, because inter-corporate dividends 
are not taxed in that country if the 
Dutch parent has 25% or more stock 
ownership. If minority stock ownership 
is involved, or the ownership and licens- 
ing of patents and trademarks, Belgium 
is likely to be suitable. The Belgian 
system is schedular, distinguishing be- 
tween business profits and investment 
income; and the basic tax on investment 
income is reduced to a 
figure of 15%. Under the tax treaties, 
this may be the only tax imposed in the 
Community on the royalty income. 

On the 
Italian subsidiary is not more costly than 


from abroad 


other side of the coin, an 
a branch, since Italy does not impose a 
withholding distributions. 
Neither does Belgium, although the tax 
on distributed profits is higher at the 


corporate level than it is on retained 


tax on 


profits. As to Germany, the combined 
burden on distributed profits, withhold- 
ing tax included, is less than the retained 
rate. The Netherlands releases its with- 
holding tax in the case of each country 
except Germany. France is less favorable, 
but by treaty does reduce its withhold- 
ing tax to the extent of the income taxes 
(and 
Italy). All told, if business considerations 


paid by recipients to Belgium 
make it desirable, the tax planner can 
work out satisfactory arrangements for 
subsidiary as well as branch operations. 
However, one should bear in mind the 
possibility of tax on liquidation or mer- 
ger, since the broad concept of taxable 
income applied in the member countries 
does not, on the whole, accord either 
exemption or a lower capital gains rate 
to such transactions. On the other hand, 
we may see some liberalizing develop- 
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ment in this area. Thus, Belgium has re- 
cently freed liquidations from tax if ac- 
complished for the purpose of effecting 
a merger into a new Belgian company 
between March 1, 1959 and December 
$1, 1961.14 


Rates compared 

In regard to rates generally, any com- 
parison must be made with reservations. 
Corporations are taxed separately in 
Germany, France, the Netherlands and 
Luxembourg; there is, at least in theory, 
no separate corporation tax in Belgium, 
and in Italy it is an additional tax. In 
France, the Netherlands, Italy and 
Luxembourg, the tax liability of corpo- 
rations is not affected by distributions; 
the opposite is the case in Germany and 
Belgium. Italy and Belgium alone do not 
assess a withholding tax on dividend dis- 
tributions, withholding tax rates 
may be affected by treaty. In Germany, 


but 


Luxembourg and Italy, the corporate 
taxes assessed on income for the benefit 
of the national government are supple- 
mented by local taxes on income. There 
are variations in the determination of 
distributed profits, withholding tax in- 
cluded. 

Subject to these reservations, the fol- 
lowing table shows approximately the 
maximum rates of income and profits 
taxes imposed by the six member coun- 
tries (a) on retained profits, and (b) on 
although 
concepts generally apply. 


taxable income, accounting 


Tax on Tax on distributed 

retained profits (including 
Country profits withholding tax) 
Germany 58% 51%, 
France 50% 61% 
Netherlands 47% 55%, 
Italy 41% 41% 
Luxembourg 42% 50% 
Belgium 40% 45% 


Tax incentives 

For a new enterprise, it may be some 
time before these rates begin to apply, 
due to the substantial tax incentives for 
new investment now offered by each of 
the member countries except (broadly 
speaking) Germany.15 These incentives 


144See Ministry of Economic Affairs (Special In- 
centives Designed to Promote Industrial Invest- 
(Brussels 1959). 

1° ‘There is a helpful summary and discussion in 
The Chase Manhattan Bank, Report on Western 
Europe, No. 5 (Dec.-Jan. 1960). 

16 Initial operation in the Common Market through 
a branch of the United States corporation, in or- 
der to utilize net operating losses against the 
other corporate income, may also be risky in that 
later “‘tax-free” incorporation of the branch is not 
possible without prior approval by the Commis- 


ments in Belgium 


May 1960 


chiefly take the form of accelerated de- 
preciation and/or initial investment al- 
lowances, both of these being available 
in the Benelux countries. The acceler- 
ated depreciation allowance in the 
Netherlands is 33.33%, spread over a 
period of from two to seven years, with 
a 16% investment allowance spread over 
two years. In Luxembourg, accelerated 
depreciation is 30% over 10 years; the 
investment allowance is 20% over four 
years. With these and other negotiated 
advantages, the effective tax rate on cor- 
porate profits may become modest, in- 
deed. In Belgium, depreciation ad- 
vantages have to be negotiated, but the 
investment allowance is 30% over three 
years. As for Italy, you may be familiar 
with its ambitious, though still only part- 
ly successful, program to encourage in- 
vestment in the south and in the Italian 
islands. Complete income tax exemption 
for 10 years is available for new, ex- 
panded or modernized plants, accom- 
panied by a 40% reduction in the excess 
profits tax rate which makes up part of 
the combined tax rate cited 
50% reduction in the all-important 
turnover taxes, and full remission of cus- 
tom duties on imported plant and equip- 
ment. In addition, corporate investors 
entering the Commuity should not dis- 
count the importance of the local tax 
reductions, exemptions and _ subsidies 
offered by municipalities in the Benelux 
countries; the French grants for invest- 
ments in local areas of unemployment, 
such as the shipbuilding center of St. 
Nazaire; and the like. 

The current mushrooming of tax in- 
centives and subsidy arrangements would 
seem to be contrary to the provisions of 
Section 3 of Article 92 of the Treaty of 
Rome, which is designed generally to 
outlaw such competitive measures be- 
tween the member countries. However, 
it is true that an exception is permitted 
for help to depressed and undeveloped 
areas—and this exception has been liber- 
ally applied by some of the member 
countries. 

For planning purposes, the foregoing 
incentives are important not only of 


above, a 


sioner under section 867 of the Internal Revenue 
Code. 

17 Supra note 5. 

18 See William J. Gibbons, Tax Factors in Basing 
International Business Abroad (Cambridge 1957). 
Inhibitions also exist, such as — in addition to 
section 367 of the Internal Revenue Code — the 
Foreign Personal Holding Company provisions. 
19 H.R. 5, 86th Cong., Ist Sess. It remains to be 
seen, however, whether such a corporation will be 
preferable to some of the foreign alternatives 
mentioned above. 


themselves but because they indicate 
again that the American corporate in- 
vestor should normally enter the Com- 
mon Market through a foreign sub- 
sidiary rather than a branch. It is true 
that the first year or two of the new 
enterprise may produce losses for the tax 
purposes of both jurisdictions. Shortly, 
however, taxable income is going to ap- 
pcar more rapidly for United States pur- 
poses than it does abroad. It should 
also be said in this connection that the 
balance sheet method of computing tax- 
able income in most of the member 
countries presents opportunities for tax 
deferments in the handling of deprecia- 
tion generally, inventory and other re- 
serves. In all cases, also, adequate pro- 
vision is made by the member countries 
(in Luxembourg, again, by negotiation) 
to carry forward these initial operating 
losses.16 

Assuming one or more operating sub- 
sidiaries within the Community—how 
should these be held? A partial answer 
is indicated by the statistics. The Swiss 
Review"? tells us that at least a hundred 
American companies have established 
operations within the Community in the 
recent past. About a third of these are 
in Belgium,: 20% each in the Nether- 
lands and Germany, 12% and 13% each 
in France and Italy. However, the Euro- 
pean headquarters of virtually all of 
these branches or subsidiaries is in a 
country of the Outer Seven—Switzerland. 
There are at least 80 such headquarters 
alone. The roster of such 
companies reads like a list of blue chip 
investments, 

Obviously, the Swiss base or holding 
company has tax advantages. Assuming 
that favorable arrangements can be made 
with the cantons, dividend and royalty 
remittances from the subsidiaries in the 
Community to Switzerland bear a very 
modest rate of tax, and even manage- 
ment fees are taxed at a much lower rate 
than would be the case in the country 
paying and deducting it. The Swiss base 
company has also been used to purchase, 
for example, from the manufacturing 
subsidiary in Germany or France and to 
resell for its own account both inside 
the Community and without. In other 
words, a headquarters in Switzerland may 
produce savings in European taxes—and, 
of course, insulate these savings from the 
United States Treasury until remittance. 
Bearing in mind that these remittances— 
the dividends to the United States 
parent—will be subject to Swiss withhold- 
ing tax, the low-taxed royalty income, 


in Geneva 
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dividends and management fees may 
also be averaged for foreign tax credit 
purposes with the dividends from the 
higher tax countries such as France, the 
Netherlands and Germany. 

These, of course, are tax considera- 
tions with which we are pretty well 
familiar. Variations exist.18 I have re- 
ferred to the possibility of using a British 
trade conduct 
branch operations within the Common 
Market. This device should be particu- 
larly useful where excess earnings have 
already been accumulated in and are 
available for investment by an existing 


overseas company to 


sritish concern. I have also referred to 
the possible use of a Dutch Antilles cor- 
poration. If a holding company without 
business operations of its own is desired, 
to hold the stock and securities of operat- 
ing subsidiaries, Luxembourg is suitable. 
If the Boggs Bill ever becomes law, it 
will be possible to use a United States 
subsidiary corporation to the same ad- 
vantage.19 

The point, after all, is that profits are 
available in the Common Market; that 
these profits are meaningful regardless 
of the taxes imposed on them either in 
the Community or upon remittance to 
the United States; that sound manage- 
ment and business organization are para- 
mount; and that tax planning which 
fundamentals can never 
be truly successful. w 


ignores these 


New Harvard report 
surveys Australian taxes 


TAXATION IN AUSTRALIA, fourth volume 
of World Tax Series, has just been pub- 
lished. (Little, Brown & Company, Bos- 
ton—$10.) This investigation, the joint 
work of staff of 
School’s International Program in Taxa- 
tion, under Walter W. Brudno, and a 
research group in the Faculty of Law 
at the University of Sydney, directed by 
K. O. Shatwell, attempts to give the 


the Harvard Law 


reader a comprehensive survey of the 
Australian tax system, with special at- 
tention to analysis of the income tax. 
Earlier volumes in the series include 
Taxation in Brazil, Taxation in Mexico, 





Fisherman loses foreign income exclu- 
sion; didn’t show time in foreign waters. 
The Code allows a U. S. citizen present 
in a foreign country for at least 510 days 
during 18 consecutive months to exclude 
earnings from sources outside the U. S. 
Taxpayer, a U. S. citizen, operated a 
fishing vessel in waters within 200 miles 
of the Peruvian coastline. He argued 
that since Peru claimed sovereignty over 
such waters and consequently regulated 
taxpayer’s business, he was present in 
Peru for the required time and there- 
fore the foreign income should be ex- 
cluded. The Tax Court denies the ex- 
clusion. Since the U. S. does not recog- 
nize Peruvian sovereignty beyond three 
miles from the Peruvian coast, any time 
spent beyond three miles from the coast 
is not deemed to be in a foreign country. 
Since taxpayer could not prove that he 
spent 510 days within the three mile 
area or ashore in Peru, he is ineligible 
for the exclusion. The court rejects tax- 
payei’s alternative argument that he was 
a resident of Peru for an entire taxable 
year and may therefore exclude income 
from sources outside the U. S. The fact 
that he maintained a hotel room in 
Peru where he and his family occasion- 
ally stayed does not in itself establish 
bona fide residence. Souza, 33 TC No. 
93. 


Lump sum payment for prior foreign 
is taxable. Accrued re- 
ceived by a naturalized U. S. citizen by 


service income 
reason of employment in Germany while 
a German citizen cannot be excluded as 
eign-earned income is allowed to U. S. 
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and Taxation in the United Kingdom. 

The international tax program at Har- 
vard is supported by contributions from 
American corporations and tax practi- 
tioners. It is now in its sixth year. ¥* 





foreign income. The exclusion of for- 
citizens only. The payment can qualify 
as “back pay” for the spreadback bene- 
fits. A lump sum payment accepted in 
lieu of installments of income yet to be 
received is includible in income in the 
year received. Rev. Rul. 60-75. 


Texan with job in Mexico is not a for- 
eign resident; income is taxed. Taxpay- 
er, a geologist, had for several years 
worked for a Mexican oil company, prac- 
tically all the time at locations within 
100 miles of the Texas town where his 
family Taxpayer habitually 
worked 10 days at the oil company base 
camp, lodging there, and then returned 
for four days to his family. He claimed 
he was a bona fide resident of Mexico, 
spending less than 10% of his time out- 
side Mexico and consequently entitled 
to exclude The 
court, noting his family, business and 
social ties in Texas, holds he was not a 


lived. 


income earned there. 


resident of Mexico. [Note that taxpayer 
does not qualify for the income exclu- 
sions either as a bona fide resident for 
one year, the position he urged in the 
case, or as present in a foreign country 
for 18 the statute requires 
presence abroad for 510 full days during 
the 18 monhs.—Ed.] Moore, DC Tex., 
1/29/60. 


months; 


Brazilian taxes are eligible for foreign 
tax credit. Taxes imposed by Articles 44 
and 97 of Brazilian Decree No. 40, 702, 
Article 1 of Brazilian Law No. 2862 and 
Brazilian No. 2354 are income 
which are to be allowable as a 
credit against the payment of United 
States income tax. Rev. Rul. 60-56. 


Law 
taxes 


Visiting Japanese professors are not tax- 
able on teaching pay if primary purpose 
is to teach. Remuneration paid to visit- 
ing professors from Japan for engaging 
in research or further study at United 
States universities is exempt from tax 
under the U. S.-Japan Income Tax Con- 
vention only if the primary purpose of 
the visit is to teach and if the remunera- 
tion is chiefly for the time devoted to 
such teaching duties. Rev. Rul. 60-23. 
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How a short-term trust solves four 


typical family financial problems 


by C. W. POINDEXTER 


When outright gifts are impractical, a short-term trust, essentially a gift for a 


limited period, is often a useful device in family financial planning. Mr. Poindexter, 


who is a bank trust officer, tells of his experience with short-term trusts and the 


substantial income tax savings they can create. 


HEN SHOULD YOU USE a short-term 


W 


trust a good and practical answer when 


trust? I have found the short-term 


the income is going to be used for one 
of these four purposes: 

1. For the grantor’s minor children, 
either to pay for advantages and bene- 
fits which are outside the legal support 
that the grantor is required to give 
(this has been called super-support), or 
to buy life insurance for them on their 
lives or to accumulate income for college 
or other use later on; 

2. For the support of some person 
whom the grantor has no legal obliga- 
tion to support, such as adult children, 
parents or other relatives; 

3. For charity. A short term trust is 
used to avoid the annual limitation on 
deductions when the grantor wants to 
make extraordinarily large contributions 
over a short period. 

4. For special purposes such as the 
purchase of life insurance on the life 
of a business partner in order to fund 
a buy and sell agreement, the building 
up of funds with which to pay taxes at 
the death of his wife or at his death, 
the creation of capital for his wife that 
can be used by the family at a later date, 
or the creation of capital for any given 
happening that is expected to occur in 
the future and for which the grantor ex- 
pects he will be called upon to advance 
the necessary funds at that time. 


Minor children 


A simple form of trust for minor 
children is one whereby grantor pro- 
vides that income is to be accumulated 


and invested during the continuance of 
the trust and, at the termination, the 
cash and invested income will pass to 
the grantor’s child or children. During 
these years, the income is taxed to the 
trust and the difference between the 
trustee’s and the grantor’s tax brackets 
will result in an income tax saving, the 
magnitude of which will depend on the 
tax bracket of the grantor. 

A more complicated form of trust 
arises when the grantor gives the trustee 
discretion to distribute income to or for 
the benefit of his minor children. When 
the grantor wants discretionary income 
or principal distributions during the 
child’s minority, tax risks appear, and 
tax planning and the wording of the 
trust become more difficult. The danger 
lies in the possibility that the grantor 
has created a trust, the income of which 
is, or can be, used to discharge his 
iegal obligation to support. This risk is 
lessened to some extent by Section 
677(b) of the 1954 Code, which provides 
that the income of a trust which, at the 
discretion of the trustee, may be ap- 
plied or distributed for the support and 
maintenance of a beneficiary whom the 
grantor is legally obligated to support 
will result in taxation to the grantor 
only to the extent so applied or dis- 
tributed. the trust 
will not be taxable to the grantor unless 
actually distributed in satisfaction of his 
legal obligation to support. 

If the trustee does in fact distribute 
some of the income, the problem arises 
of whether or not the income was used 
to discharge the grantor’s legal obliga- 


Therefore, income 


tion to support. The Code and the 
Treasury Regulations are not too help- 
ful in delineating what distributions 
would be considered as discharging the 
legal obligation to support. Treasury 
Regulation Section 1.662(a)-4 shifts the 
support problem to local law; and the 
taxability of the trust income will be 
determined on the facts of the particu- 
lar case—whether or not under local law 
the use of the trust income was to dis- 
charge a legal obligation of the grantor. 
In most states, the common law prevails, 
and a father is bound to support his 
children without resort to any of their 
own funds unless his resources are in- 
sufficient to provide for his children 
properly. 

To meet this problem trusts 
“super support” are sometimes used. A 
trust agreement could be drawn up in 
such a form that it would be specifically 
a “non-support” trust, and trust income 
would not be taxable the grantor. 
Under the terms of such a trust, the 
minor child could use the trust income 
to indulge in many important luxuries 
without such income being taxed to 
the settlor. 


for 


to 


Supporting relatives 


Trust income can also be used to sup- 
port some person whom the grantor has 
no legal obligation to support. 

A prospective grantor has been spend- 
ing about $1,000 per year toward the 
support of his wife’s mother, and he 
realizes that he will be committed to this 
expenditure for the rest of his mother- 
in-law’s life. The lady in question is liv- 
ing with another daughter, and, while 
that daughter attends to the personal 
needs of her mother, she is dependent 
upon her brother-in-law for additional 
money to run the household and pay 
certain bills incurred by the mother. 

He has been sending sums totalling 
about $1,000 every year, and this money 
has come from after-tax dollars. There- 
fore, he has had to earn about $2,440 in 
order to have the $1,000 left to send 
to his mother-in-law, assuming he was 
in the 59 per cent tax bracket. He can 
create a trust for her benefit where all 
the income would be payable to her or 
used for her benefit. The trust would 
run for the lifetime of this lady and 
would then terminate, and the original 
principal would return to the son-in- 
law. His mother-in-law, being over 65, 
will pay no income tax on this money 
unless she has some additional income 
from an annuity or other income-pro- 
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ducing property. The son-in-law, who 
was out the full $2,440 before he created 
the trust—$1,000 to mother-in-law and 
$1,440 to Uncle Sam—now pays tax on 
only $1,440, or $850 of tax, and is $590 
to the good, which he can spend on him- 
self or his immediate family. Assuming 
his mother-in-law lives for ten years, 
the over-all savings will be $5,900! 

This example of tax savings can be 
made applicable to any situation where 
the grantor of the trust is supporting 
any person whom he is not legally obli- 
gated to support. Another good example 
of this is the father who is giving in- 
come to a child who is over the age dur- 
ing which the parent is legally obligated 
to support him. A son may be in medi- 
cal school, married, and having a hard 
time making ends meet. The parent will 
usually help to defray some of this 
expenses. Here, a_ short-term 
trust may provide the child with this 
income at much less tax liability than if 
the father were to give the child after- 


child’s 


tax dollars. 

Also, there may be a married daugh- 
ter that the mother wants to help over 
the hard places until the daughter's 
husband business. 
the 


gets established in 


\gain a short-term trust may be 


answer. 


Charitable contributions 

Consider a taxpayer who is deeply 
interested in a particular charity and 
would like to make gifts to that charity 
in excess of the 20 or 30% allowed under 
the income tax regulations. Perhaps the 
charitable organization has embarked on 
an ambitious building or expansion pro- 
gram and is making an unusually large 
appeal for funds over a short period of 
time. The taxpayer would like to help 
his favorite charity meet its goal, but he 
is reluctant to give any more than he is 
allowed to deduct from his tax return as 
a charitable deduction. 

The 1954 Code made it possible for 
the taxpayer to establish a short-term 
trust for a period of at least two years 
wherein the income would be paid to 
the beneficiary, 
and the taxpayer would then be allowed 


designated charitable 
to take his usual charitable deductions 
on his remaining adjusted gross income. 
Thus, he escapes tax on the income he 
gives away each year, as well as on the 
short-term 
which he did not receive and is 


income thrown off by the 
trust 
not included in his adjusted gross in- 
come. The results can be well worth the 


creation of the trust for wealthy, as well 


as some perhaps not so wealthy tax- 
payers. 

A person whose adjusted gross income 
is $50,000 can deduct only $15,000 per 
year for gifts to charity. If he were to 
place $50,000 of income-producing assets 
in a short-term trust which would pay 
the income to a qualified charity, he 
could increase his charitable giving to 
$16,400 each year and still get the full 
income tax advantage. He has reduced 
his adjusted gross income by $2,000 per 
year (the income from the assets trans- 
ferred to the trust), and he can still 
give 30%, of his remaining adjusted gross 
income of $48,000 or $14,400. Thus, the 
charity gets $2,000 from the trust and 
$14,400 from the taxpayer or a total of 
$16,400. In setting up a charitable trust 
of this kind, the term of the trust need 
only be for two years. However, the tax- 
payer does not get the double income 
tax advantage of being able to take as 
a deduction in the year he created the 
trust the value of the gift to the charity. 
Under Section 170(b)(1)(d), the grantor 
is not allowed a deduction for any trans- 
fer after March 9, 1954, to any trust, if, 
at the time of the transfer, the reversion- 
ary interest of the grantor exceeds five 
per cent of the value of the property 
transferred. 


Which property to use? 

Sometimes a taxpayer would like to 
create a short-term trust using as the 
principal a_ building, 
other capital equipment which he could 


machinery, or 


then lease back from the trustee. 

The key to the success or failure of 
such a tax maneuver is the rent paid to 
the trustee by the grantor. If this rent 
was allowable as a deduction on the 
grantor’s income tax return as a_ busi- 
ness expense, all is well and good. But 
if the rent 
nothing has been gained. The Treasury 
Department, in Rev. Rul. 54-9, IRB 
1954-2,5, has taken the stand that the 


rent deduction will not be allowed in 


deduction is disallowed, 


cases involving a leaseback arrangement 
with a short-term trust. However, there 
have been no court decisions involving 
a short-term trust with a leaseback. As 
yet we cannot be sure whether such a 
plan to save taxes will succeed. 

Also on the danger list of transfers to 
a short-term trust is stock in a corpo- 
ration in which the holdings of the 
grantor and the trust are significant 
from the viewpoint of voting control. 
Consider a man with a large income as 
president of such a company, and an 
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[C. W. Poindexter is assistant trust 
officer, Citizens Fidelity Bank and Trust 
Company, Louisville. Kentucky. This 
article is adapted, with permission, from 
one which appeared in the February 
1960 Trust Bulletin.] 





estate consisting largely of the stock of 
the company. If he were to transfer some 
of this stock to a short-term trust, he 
would certainly want to retain some 
control. However, if he retains the right 
to vote or direct the voting, or the power 
to control the investment of the trust 
fund, either by directing investments or 
reinvestments or by vetoing proposed in- 
vestments or reinvestments, the income 
will be taxable to him. He can retain 
the above powers only if he acts as 
trustee of the trust. However, if he acts 
as trustee, other provisions of the trust 
will have to be restricted to avoid taxa- 
the The best 
solution is for the trust agreement to 
give the independent trustee power to 
retain the specific stock and reach a 


tion to grantor-trustee, 


tacit understanding that the trustee will 
not the the 
grantor’s interests nor sell the shares 
during the duration of the trust. 


vote shares adverse to 


All other type of securities may be 
used to fund a short term trust with 
little difficulty. The only problem which 
may arise is whether the securities chosen 
should have a high or low income tax 
cost basis in the hands of the grantor. 
Unless the terms of the trust provide to 
the contrary, all capital gains incurred 
by the trust will be added to principal 
and distributed to the grantor at the 
trust’s termination. However, these gains 
will be taxed to the grantor in the year 
realized. For that reason, it is generally 
felt that the securities placed in the 
trust should be ones having a high in- 
come tax basis to the grantor so that, if 
they are sold, the capital gains tax will 
be insignificant or perhaps a capital 
loss. If the trust agreement provides for 
capital gains to be distributed to the 
income beneficiary, the valuation of the 
trust for gift tax purposes becomes difh- 
cult and perhaps would result in a gift 
valuation on _ unrealized 


tax capital 


gains. 


Who should use? 


Not everyone should establish a short- 
term trust in order to create income-tax 
savings. If his estate is of such size that 
a completed gift would involve little or 
no risk to the grantor in later years, the 
is not indicated since 


short-term trust 
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there are little or no estate tax savings. 
A completely irrevocable trust or gift 
income taxes and at the 
same time reduce estate tax liability. On 
the other hand, a persons’s estate could 
be so small that the risk of parting with 


would save 


it for some period of years would be 
too great. There are no fixed limits as 
to the maximum and minimum size of 
a person’s estate between which a short- 
term trust can be recommended. It has 
been suggested! that a person must have 
a minimum estate of $100,000 
maximum of $500,000. However, three 
other besides financial 
grantor and estate tax savings must be 
of grantor; (2) in- 
come of grantor; and (3) objectives of 


and a 


factors risk to 


considered: (1) age 


grantor. 

A younger man will generally not 
the the 
income to create a short-term trust. Also, 


have either estate or taxable 
he might need the capital he had placed 
in such a trust. On the other hand, an 
older man who has reached or is ap- 
proaching retirement generally would 
have a lesser need to minimize income 
taxes and a greater need to preserve his 
capital for the remaining years of life. A 
person who has a modest estate with a 
large amount of earned income is a 
more likely candidate than a person 
who has a larger estate and little earned 
income. Generally, this means _profes- 
sional men, business executives, or per- 
forming artists who are earning high 
salaries. The use of the short-term trust 
is not limited to the wealthy. These 
trusts are used extensively by persons 
with modest estates who seek to mini- 
mize currently high income taxes but 
who must preserve their capital for their 
own retirement. The tax savings may be 
less but, more 
meaningful to the 
who has little left from 
taxes and expenses. One need not be in 
a 50% income tax bracket to profit 
from the establishment of a short-term 


spectacular perhaps, 


modest property 


owner income 


trust. Ww 


ABA asks delay on House bill 
revising trust income taxes 


Tue House oF DELEGATES of the Amer- 
ican Bar Association has asked for delay 
in acting on the trust income tax re- 
visions bill (H.R. 9662) which the House 
has passed. At its midwinter meeting, 
the Delegates passed a resolution asking 
that time be allowed for persons inter- 


1N.Y.U. 
1958. 


16th Ann. Inst. Fed. Tax, New York, 


May 1960 


ested in the bill to study it and make 
comment on its provisions before the 
Congressional committees. In our April 
issue, James P. Johnson analyzed the 
provisions of H.R. 9662 (12 JTAX 234). 

Specifically the Delegates asked that 
those sections of the bill which differ 
from the proposals of the Advisory 
Group on Subchapter J be reconsidered. 
Among these are Section 101 of the 
bill which would overrule the Cooke 
case (228 F.2d 667). The bill would 
treat a legal life tenant as a trustee for 
tax purposes if income would otherwise 
escape taxation. The Advisory Group 





Annuities payable under Railroad Re- 
tirement Act of 1937. Under subsections 
(a), (b), (c), (d) and (f)(1) of the Rail- 
road Retirement Act the 
children of every employee who con- 
tributes to the railroad retirement sys- 
tem entitled to certain 
but section 5(f)(2) of the act provides 
that if no benefits are otherwise payable, 
a residual death benefit is payable upon 
the death of an employee to those per- 
sons designated by the employee or, if 
no designation is made, to his estate. 
The that 
under these subsections are not includ- 
ible in the gross estate of a deceased em- 
ployee for estate tax purposes (he can- 
not designate beneficiaries) but that the 
value of any residual death benefit made 
under subsection (f)(2) of section 5 is 
includible in a decedent’s gross estate 
under IRC Section 2033 as property in 
interest. Rev. 


widow and 


are annuities, 


Service rules distributions 


which decedent had an 
Rul. 60-70. 


Restrictive language in insurance polli- 
cies prevents them from qualifying for 
the marital deduction. At the time of 
his death decedent owned four 
England Mutual policies and one Equi- 
table policy. The settlement provisions 
all provided that the respective com- 
panies were to retain the proceeds and 
pay the decedent’s widow interest while 
living. She was given the right to with- 
draw the entire proceeds from each of 
the policies, but any amount not with- 
drawn would, after her death, be paid 
to the insured’s children. There were 
technical limitations on the widow’s 
power of withdrawal; the New England 
policies provided for withdrawals only 
on interest payment dates and for a 
right in the company to limit with- 


New 


New trusts & estates decisions 


had made no proposal on this problem. 

Another section of the bill on which 
the delegates urged delay is that dealing 
with multiple trusts. The bill (Sec. 113) 
provides very complicated rules for deal- 
ing with this problem. 

The solution adopted by H.R. 9662 
(Sec. 108) for the problem of distribu- 
tions from corpus treated as income is 
another section which is quite different 
from the Advisory Group proposals. It 
too, the House of Delegates urges, ought 
not to be adopted without opportunity 
for hearings before committees of Con- 
gress. ve 


drawals to four anually, or to refuse 
partial withdrawals of less than $50; 
the Equitable policy restricted with- 
drawals to annual interest payment 
dates, gave the company the right to 
defer payment for six months after ap- 
plication of withdrawal and to refuse 
partial withdrawals of less than $100. 

The Seventh Circuit held that the 
policies did not qualify for the estate 
tax marital deduction. Although the in- 
terest was payable to the widow annually 
or at more frequent intervals, commenc- 
ing not later than thirteen months after 
the decedent’s death, all amounts pay- 
able during her life were payable only 
to her, and she had the power to ap- 
point all amounts payable under the 
contracts, such power was not exercis- 
able in all events because of the tech- 
nical limitations. The technical restric- 
tions placed on the widow’s power of 
withdrawal prevented the policies from 
qualifying for the marital deduction. 
Werbe, CA-7, 12/30/59. 


Retained powers were administrative 
only; estate does not include trust. Dece- 
dent created an irrevocable trust in 1928 
retaining the income for life, the right 
to grant additional powers to the trustee 
and the right to appoint a successor 
trustee. The Commissioner included the 
trust property in decedent’s gross estate 
on the theory that she had retained the 
power to change the beneficial enjoy- 
ment. The court holds that the trust was 
not includible in decedent’s gross estate. 
The discretionary powers of the trustee 
were all of a managerial nature and the 
court concludes that the donor’s retained 
right to grant powers to the trustee was 
limited to additional administrative 
powers; the donor retained no power to 
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give the trustee authority to change 
beneficial interests. The court notes 
that, although the decedent had retained 
the right to appoint successor trustees, 
there was no power of removal; she did 
not have the unqualified right to re- 
place the trustee and make herself 
trustee. Winchell, DC Calif., 1/8/60. 


Bequest to Carmelite nun is not a char- 
itable deduction. At the time decedent 
executed her will, one of her daughters 
had become a member of the Carmelite 
Convent and prior to her death she had 
professed her solemn vows which, under 
the Roman 
Catholic Church, incapacitated her from 
acquiring ownership of property except 


Canon Law governing 


in the name of the religious order. The 
fax Court held that the Commissioner 
properly disallowed a charitable deduc- 
tion for the bequest to the daughter. In 
spite of the fact that the convent had 
an enforceable right to the property be- 
queathed to the daughter, the bequest 
was not one to the religious order. The 
decedent could have made a bequest di- 
rectly to the Carmelite Convent if she 
had wished to do so. Callaghan, 33 TC 
No. 99. 


Marital deduction reduced by expenses 
treated as income tax deductions. The 
executrix elected to deduct the adminis- 
tration expenses on the estate’s income 
tax return and claimed an estate tax 
marital deduction based on the value of 
the widow’s share of the residuary estate 
without reduction for the administration 
expenses. The executrix contended that 
inasmuch deductions were not 


taken on the estate tax return, she did 


as the 
not need to consider them in computing 
the size of the adjusted gross estate or 
the amount of the marital deduction. 
The Tax Court holds that the value of 
the residuary estate was reduced by the 
amount of the administration expenses 
chargeable to the residue under state 
law. Consequently the bequest to the 
wife was reduced, and, since the marital 
deduction depends on that, it, too, was 
properly reduced. The fact that the 
expenses were claimed as income tax de- 
ductions is beside the point. Roney, 33 
IC 89. 


Under state law church could get build- 
ing bequest; deduction is allowed. Dece- 
dent died a resident of Maryland leav- 
ing the residue of his estate in trust with 
income payable to his son and daughter 
during their respective lives and there- 


after income and corpus, in further 
trust, for the purchase and construction 
of church buildings for the Pentecostal 
Holiness Church, Inc. The will provided 
that disbursements of corpus for pur- 
chase and construction were not to ex- 
ceed 25% of each church building. The 
Tax Court had disallowed a charitable 
deduction on the ground that the be- 
quest was conditional because of a pos- 
sibility that the Pentecostal Church 
would be unable to raise the required 
75% of the cost of sufficient buildings 
ever to exhaust the corpus. On appeal, 
the court of appeals reverses the Tax 
Court and holds that the bequest was not 
conditional. The court noted that there 
was no gift over or language declaring 
that the gift would be void if the bene- 
ficiary failed to raise 75% of the cost of 
each church building. Under Maryland 
law the gift of the trust remainder to the 
Pentecostal Holiness Church, Inc., was 
absolute and was not made conditional 
by the restriction as to use; there was 
virtually no possibility under Maryland 
law that anyone other than the desig- 
nated charity would take the property, 


and the charitable deduction should 
have been allowed. Polster, CA-4, 1/ 
18/60. 


No gift tax exclusion for gift subject to 
trustees’ power to distribute corpus to 
others. The taxpayer established 17 sep- 
arate trusts, one for the primary benefit 
of each of his five children and 12 
grandchildren. The income from each 
trust was payable to the designated 
primary beneficiary, and the trustees 
were given a broad discretionary power 
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to expend corpus “to provide for any 
illness or other emergency affecting such 
person ... or any member of his or her 
immediate family.” Since the gift tax 
exclusion is available only if the gift can 
be valued, it is denied here because the 
corpus of any one of the trusts could be 
reduced or destroyed by expenditures. 
A primary beneficiary did not have a 
life interest in the income from any 
ascertainable corpus. Funkhouser, CA-4, 
1/14/60. 
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Distributions by constructive trustee is 
not subject to gift tax. Decedent exe- 
cuted a will which provided that a farm 
was to go outright to plaintiff, his 
daughter-in-law. On the same day, plain- 
tiff entered into a written agreement 
with decedent’s four children that the 
farm would be held by her in trust for 
decedent’s four children. From the time 
of decedent’s death in 1931 through 
1955, plaintiff paid income tax on the in- 
come the farm and, in certain 
years subsequent to 1944, paid gift tax 
on transfers of income from the prop- 
erty to decedent’s children. In 1956 a 
suit was filed 


from 


to determine the nature 
of plaintiff's ownership of the property 
and a decree was entered declaring that 
plaintiff held the property in the ca- 
pacity of a trustee. In a subsequent suit 
in the district it was held that 
plaintiff was entitled to a refund of gift 
tax she had paid on the transfers of 
income to the four children; such dis- 
tributions were not in fact gifts from 
plaintiff were distributions by 
plaintiff as trustee. Weber, DC Okla. 1/ 
27 /60. 


court 


but 


NEW DECISIONS ON TRUST INCOME 


Remainderman may amortize purchase 
cost of life interests [Non-acquiescence]. 
Taxpayer, remainderman in a trust, pur- 
chased all the outstanding life interests. 
Under state the terminated 
and he became the direct owner of the 
trust properties. The court held that the 
cost of acquiring the income rights may 
be recovered through amortization over 
the term of the life expectancies of the 
income beneficiaries involved. Fry, 31 
TC 522, non-acq., IRB 1960-2. 


law trust 


Capital gain on creation of marital de- 
duction trusts is clarified. The IRS here 
clarifies the reasoning underlying its 
Rev. Rul. 56-270, which held that an 
executor realizes gain or loss upon the 


transfer of securities to a trustee for a 
marital deduction trust fixed as a frac- 
tion of the adjusted gross estate of the 
decedent. Such a trust is regarded as set 
up in a fixed and definite dollar amount. 
The IRS contrasts this with a trust de- 
termined as a percentage of the residu- 
ary estate at the time of distribution. 
Such a trust shares in appreciation or 
depreciation of the estate assets and no 
gain or loss is realized on their transfer 
to it. Rev. Rul. 60-87. 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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How to determine the tax saving 
that makes an ABC deal worthwhile 


by ERNEST L. MINYARD 


The much discussed ABC sale of oil and gas property is here clearly set forth in 


terms of the fundamental economics of the transaction and the available tax savings. 


{r. Minyard’s lucid analysis is intended to help tax practitioner advising those who 


invest in, or are contemplating investing in, oil interests. 


M* A DESIRES TO SELL an oil or gas 
property for $3,000,000, plus an 


additional charge for the equipment on 
If Mr. B purchased the 
property in a conventional sale, he 
would pay a $3,000,000 cash plus the 
charge for the equipment, and acquire 
all of A’s interest in the property. Under 
this plan B would be required to capi- 
talize the whole $3,000,000 as leasehold 
costs for tax purposes and could recover 


the property. 


such costs only by a depletion deduc- 


tion over the productive life of the 
property. Percentage depletion, of 
course, is allowable without regard to 


B would claim 
percentage depletion rather than cost 


cost and in most cases 
depletion because it would be larger. 
usually derive 
benefit from the capitalized leasehold 
cost. 


Thus he would no tax 


Realizing that a large portion of the 
capitalized leasehold cost would be lost 
as a tax deduction to B, the purchaser 
of the property, a plan must be devised 
thai will reduce the amount of capital- 
ized leasehold costs while at the same 

the 
from the conventional sale. 
The typical ABC plan may be worked 
out as follows: 


time not alter the economics of 


transaction 


A, the owner of the prop- 
erty, will assign the working interest to 
B for $1,000,000 cash, reserving from the 
interest assigned the right to a speci- 
fied percentage of the oil and gas pro- 
duced from the property until the pro- 
ceeds from such percentage of oil or gas 
equal the sum of $2,000,000 plus an in- 
terest factor on such $2,000,000 sum at a 


specified rate. A will then assign the re- 
tained interest to a third party, C, for 
$2,000,000. The interest reserved by A 
which is assigned to C is a non-operating 
interest in the property and is referred 
to as a production payment, oil payment 
or sometimes a gas payment. 


Economic interests of parties 


The ABC plan for the purchase and 
sale of producing oil or gas properties is 
ordinarily initiated by the prospective 
purchaser of the property. The primary 
advantage of using such a plan is to save 
Federal income taxes. For all practical 
purposes the only tax savings that will 
be enjoyed from using the plan will be 
enjoyed by B, the purchaser of the 
property. Frequently the income 
features of the ABC plan are spotlighted 
to such extent that the economics 
of the transaction may be taken too 
lightly. 
gas properties must, of course, make a 


tax 
an 
A purchaser of producing oil and 


reasonably accurate estimate of the 
amount of any tax savings to be enjoyed 
over the productive life of the property. 
The potential tax savings should be 
compared with the net loss of revenue 
as a result of using the ABC plan be- 
fore making a decision to go this route 
or the conventional (immediate sale for 
cash) route. 

A, the owner of the oil or gas prop- 
erty for sale, is interested in two things. 
First, he wants to sell the property for 
the best possible price and receive the 
full sales price in cash. Second, he wants 


any gain realized to be taxed at capital 


gain rates. We will assume that his de- 
sire to get the best possible price has 
been satisfied. If A has held the prop- 
erty for more than six months in con- 
nection with his trade or business, any 
gain realized will be treated as a Sec- 
tion 1231 gain and if there is no Section 
1231 loss during the year of sale the 
entire gain will be treated as a long- 
term capital gain. 

B, the prospective purchaser of the 
property, knows what he is willing to 
pay A for the property and he also 
realizes that A wants payment in cash 
for his entire interest. However, whether 
B has the necessary funds or not, as a 
point of economics, he wants to pay A 
just as little cash as possible. As a 
second objective, B wants to arrange the 
transaction in such a way as to enjoy 
the’ mast favorable tax position avail- 
able. 

C, the prospective purchaser of the 
non-operating interest from A, -is also 
primarily interested in two things. First, 
he wants his investment to be outside 
the realm of risk capital to the fullest 
extent possible, and second, he wants a 
reasonable return on his capital invest- 
ment. In many cases C will borrow a 
large portion of his investment from a 
bank or other lending institution. In 
such cases the profit to be realized by C 
will be the net return on the property 
interest purchased, reduced by the in- 
terest paid on borrowed funds. 

By using the ABC plan the economics 
of the transaction are, for all practical 
purposes, the same as where a conven- 
tional sale is made. A has received the 
full price of $3,000,000 in cash, and B 
has acquired the full operating rights, 
or working interest, for a cash payment 
of only $1,000,000. Of course B’s interest 
is subject to the $2,000,000 production 
payment plus the interest factor, but 
this does not necessarily alter the eco- 
nomics of the transaction to B because 
he would no doubt have to borrow a 
large portion of the purchase price if 
he purchased the full interest from A 
under the conventional plan. 

In addition to the tax advantage, 
there is an additional benefit to B from 
using the ABC plan to purchase the 
property. The amount of the produc- 


tion payment will be payable solely out 
of a share of oil or gas produced and 
accordingly is not directly or indirectly 
a liability of B. It follows that B’s bal- 
ance sheet will be stronger where the 
ABC plan is used rather than the con- 
ventional plan. 
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A variation of the above plan which 
is considered more desirable by many 
banks and investment institutions is as 
follows: A, the owner of the property, 
will assign all of his interest to C, the 
third party, for $3,000,000. C will then 
assign the working interest to B for $1,- 
000,000, reserving from the interest as- 
signed a production payment in the 
amount of $2,000,000 plus an interest 
such $2,000,000 sum 
specified rate. 

It will be observed that this alter- 
nate plan has the same number of as- 
signments involved as the first men- 


factor on at a 


tioned plan and, of course, accomplishes 
the same objective. While this alternate 
plan will be desirable in many cases, and 
should be kept in mind, for purposes 
references throughout 
this paper will be to the first mentioned 
plan where A transfers the working in- 
terest to B and then transfers the re- 
tained interest to C. 


of consistency, 


A’s tax position 

The seller of the property, A, realizes, 
under the ABC plan, a capital gain on 
the transaction provided the require- 
ments as to holding period, etc., have 
been complied with. For A to be en- 
titled to capital gain treatment on the 
entire consideration, the reserved pro- 
duction payment must be assigned to C 
at the same time as, or subsequent to, 
the assignment of the working interest 
to B. If A assigns the production pay- 
ment interest to C prior to the assign- 
ment of the working interest to B, the 
proceeds from assignment of the pro- 
duction payment will be treated as an 
anticipatory assignment of income from 
the property and will be subject to taxa- 
tion as ordinary depletable income. In 
other words, such proceeds would be 
added to proceeds from regular oil and 
gas sales from the property prior to sale 
and would be taxed accordingly. There 
should be no question on this point 
where A assigns the entire interest to 
C and then C assigns the working in- 
terest to B, subject to the retained pro- 
duction payment. 

Some authorities feel that for A to 
assure himself of a capital gain on the 
should sell 
the entire property to a fourth party 
for a lump sum and for the fourth party 
to make the transfers to B and C. The 
Internal Revenue Service has indicated 
on several occasions that this additional 
step is not necessary. If the addition of 
a fourth party is not necessary, then 


full cash consideration he 


this additional step should not be taken, 
for the only result that will be accom- 
plished is to increase the cost and ex- 
pense of closing the transaction. 

B’s tax position 

For the most part all tax benefit of 
an ABC plan is directed to B, the pur- 
chaser of the property. A could sell the 
property in the conventional manner 
and still realize a capital gain on the 
transaction. With one exception there 
is no tax benefit that may be available 
to C, the purchaser of the production 
payment. However, A may, and prob- 
ably will, realize an economic benefit 
in getting a larger price for the prop- 
erty if he is willing to make the tax 
benefits available to B. The tax benefit 
to B is available because of the well- 
established principle of law set out by 
the Supreme Court in Thomas v. Per- 
kins, (310 U.S. 655) which held that a 
production payment in an oil and gas 
property is an economic interest in the 
oil and gas in place. Because it is an 
economic interest in the property, the 
income accruing to the holder of the 
production payment is taxable to him 
as though that share of the oil was pro- 
duced and sold by him. The effect being 
that B’s taxable income from the prop- 
erty is much less during the period of 
payout of the production uayment than 
if B purchased the whole property from 
A in the conventional manner. 

Before consummating the ABC trans- 
action B must be certain that the pro- 
duction payment actually is a deplet- 
able economic interest in the oil and gas 
in place. To qualify as a depletable 
economic interest the production pay- 
ment must be payable solely from a 
share of oil and gas produced. If the 
production payment is, or may be, 
liquidated in any part from proceeds not 
derived from a sale of the oil or gas 
produced from the property it is not a 
depletable interest in the 
property. For instance, a provision that 
a percentage of proceeds from eqwip- 


economic 


ment sales or sales of a part of the lease- 
hold interest will be applied as a reduc- 
tion of the production payment will 
disqualify the interest as an economic 
interest. In such cases B will be taxed 
on income going to liquidate the pro- 
duction payment. 

Since the potential tax savings to B 
is the reason for the ABC plan coming 
into existence, it is imperative that a 
computation of the savings be made. 
Some commentators on this subject state 
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[Mr. Minyard is a member of the firm 
of Stephens & Minyard, Certified Public 
Accountants in Corpus Christi, Texas. 
This article is adapted from a paper he 
presented at the Tax Seminar of the 
Corpus Christi Chapter of the Texas 
Society of CPAs.] 





that the primary saving accruing to B 
results from the fact that he excludes 
from his taxable income the proceeds 
going to the production payment holder. 
I take exception to this approach to the 
computation. While it is true that B’s 
gross income from the property will be 
less during the payout period of the 
production payment, it must be re- 
membered that such excluded income is 
offset by a like amount excluded from 
his cost basis in the leasehold, so that in 
itself this fact does not result in any 
tax saving to B. 

What then, is the basis for any tax 
savings to B and how can you compute 
the amount of the net saving over the 
productive life of the property? When 
you clear away all of the possible ave- 
nues for tax savings one by one you will 
come face to face with the realization 
that tax savings to B will accrue because 
he will have a larger deduction for de- 
pletion, in excess of leasehold cost, by 
purchasing the properties by use of the 
ABC transaction. This is the basis for 
any tax saving to B. 

I have worked out a procedure for 
calculating the net savings to B whether 
he would have taken percentage or cost 
depletion had he purchased the prop- 
erties in the conventional manner. 
Whether B_ purchases the property 
under the conventional plan or the 
ABC plan, to the extent that his cost 
basis in the depletable leasehold in- 
terest would be recovered by an allow- 
ance of percentage depletion, he has 
lost that much of his leasehold cost as a 
tax deduction. The reason being that 
he is allowed percentage depletion 
whether he has cost basis in the lease- 
hold or not. Now, with this point firmly 
understood I would like to present to 
you a hypothetical problem which illus- 
trates the point. Let us assume the fol- 
lowing facts on a proposed purchase are 
available for our consideration. 
Estimated ultimate gross 


income $2,000,000 
Purchase price of property 600,000 
Principal amount of produc- 

tion payment 500,000 
Interest on production pay- 

ment or loan 100,000 
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This is how a conventional sale would 
compare with an ABC transaction: 
Conventional plan: 


Ultimate gross income $2,000,000 
Ultimate allowable depletion 600,000 
Interest 100,000 

Net income $1,300,000 


ABC plan: 
Ultimate gross income 
Ultimate allowable depletion 


Net 


$1,400,000 
385,000 


$1,015,000 
$ 285,000 


income 


Net savings in deductions 


If B purchases this property under the 
conventional plan his allowable cost de- 
pletion will be $600,000 since it is 
higher than percentage depletion of 
$550,000 (2714% of $2,000,000). How- 
ever, to the extent of the allowable per- 
centage depletion of $550,000, he will 
lose a deduction for leasehold cost be- 
cause he would be allowed this amount 
even if he had no leasehold cost. So to 
begin with, he loses $550,000 in lease- 
hold cost deductions by use of the con- 
ventional method. 

If B purchases the property by use of 
the ABC plan his allowable percentage 
depletion will be $385,000 since it is 
higher than cost depletion of $100,000. 
However, here again he loses the $100,- 
000 
tax deduction because he could deduct 
the $385,000 in depletion whether he 
has any leasehold cost or not. So, our 


investment in leasehold cost as a 


net savings to this point is $550,000 (the 
percentage depletion under the conven- 
tional method to the extent of leasehold 
cost) less the loss of a deduction from 
capitalized leasehold cost under the 
ABC plan in the amount of $100,000 or 
a net saving to this point of $450,000. 
The only other factor to consider is the 
fact that he loses percentage depletion 
at the rate of 2714% on the amount of 
the oil payment (the principal amount 
plus the interest factor) being 2714% of 
$600,000 or $165,000. After deducting 
this loss in deductions from $450,000 we 
have the net increase in deductions of 
$285,000 to B as a result of using the 
ABC plan in buying the property. 
While the above procedure may sound 
a little complicated, I assure you it is 
relatively simple because the only thing 
that you need to do to determine the 
net savings to B is to determine the 
the amount of leasehold 


difference in 
cost that will be of no benefit as a tax 
deduction when the conventional plan 
is used as compared with the oil pay- 
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ment plan, and from this amount de- 
duct the loss in depletion of 2714% of 
the oil payment. 


C’s tax position 


C, the purchaser of the production 
payment, having determined that the 
production payment is a good invest- 
ment, must determine how to report the 
net profit from such investment for 
federal income tax purposes. If C is a 
corporation, consideration should be 
given to the personal holding company 
tax. 

C is concerned not with the overall 
profit to be reported but with the de- 
termination of the taxable portion of 
the profit for each taxable year. This in- 
volves the problem of offsetting a por- 
tion of his investment in the produc- 
tion payment against the income from 
the payment over the payout period. 
This involves a computation of allow- 
able depletion and the method used in 
computing depletion can present some 
unintended results. Ordinarily, cost de- 
pletion will be greater than percentage 
depletion where a production payment 
is purchased and would in such case be 
the allowable depletion. 

Fundamentally, cost depletion for tax 
purposes relates the recovery of the tax- 
payer’s investment to the proportion 
that the current unit sales of mineral 
products bears to the total anticipated 
unit sales of products from the prop- 
erty. The formula to be used in com- 
puting cost depletion as prescribed by 
the Regulations, may be stated as B 
multiplied by the fraction of which S$ 
is the numerator and U plus S is the 
denominator where B equals adjusted 
basis of property at end of period; U 
equals units remaining at end of period; 
and S$ equals units sold during period. 

Although this is the only formula set 
forth in the Regulations for computing 
cost depletion, this method of computa- 
tion may produce some unintended con- 
sequences, particularly where the tax- 
payer purchases the production payment 
with borrowed funds. 

Suppose that C borrows $2,000,000 
from bank on a note bearing 4.5% 
interest and purchases a production pay- 
ment for $2,000,000 entitling him to re- 
ceive the sum of $2,000,000 plus an 
interest factor at the rate of 5% per 
annum on the unpaid balance of $2,- 
000,000 from a specified percentage of 
the oil and gas sales. If we assume that 
the production payment will pay out 
over a ten year period and that C’s gross 


income from the production payment 
will be equal in each year of the ten- 
year period, then C will receive $254,- 
556 per year for ten years. The $254,556 
gross income each year will be offset by 
a deduction for depletion and a deduc- 
tion for interest paid on the $2,000,000 
bank loan. The following chart shows 
the unrealistic result obtained by using 
the cost depletion formula as set forth 
in the Regulations: 


Gross income Net income 





x less cost _Interest pe only 

ear p ti of year 
] $54,556 $86,680 $(32,124) 
2 54,556 79,240 (24,684) 
3 54,556 71,440 (16,884) 
4 54,556 63,300 (8,744) 
5 54,556 54,820 (264) 
6 54,556 45,840 8,716 
7 54,556 36,520 18,036 
8. 54,556 26,740 27,816 
9 54,556 16,560 37,996 

10 54,556 5,880 48,676 


During the first few years of the pro- 
duction payment substantial losses will 
result by using this formula for deple- 
tion because such formula treats the in- 
terest factor in the production payment 
as an inseparable part of such payment 
while the interest paid on the bank loan 
is deductible wher paid and naturally 
will be larger during the early years of 
the production payment. 

There are some advantages which 
might be enjoyed by C as a result of 
using the above depletion formula. If C 
has substantial ordinary income from 
other sources and it is expected that 
such income will decrease in the next 
three or four years, he could purchase 
a production payment and by using 
this formula equalize his taxable in- 
come over the ten year period. If C has 
substantial ordinary income which is 
not expected to decrease materially in 
the next few years, he could purchase a 
production payment, use this formula, 
and, the production payment 
began to produce a taxable profit, could 
sell the payment for the unpaid prin- 
cipal balance. This would result in a 
sizable profit realized on the sale, but 
such profit should be accorded favorable 
capital gain treatment. 

An alternative method of computing 
cost depletion, which is probably the 
one most frequently used, might be de- 
scribed as the decline in stated sum or 
principal amount. This method of com- 
puting cost depletion would be more 
realistic; however, there is no provision 
made in the Regulations for the use of 
such a method. The formula for this 


when 
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alternative method of cost depletion 
computation may be stated as: adjusted 
basis of production payment at end of 
period multiplied by a fraction of which 
the numerator is the difference between 
the principal amount of the production 
payment at the beginning and at the 
end of the year and the denominator is 
the principal amount of the production 
payment at the beginning of the year. 

Under this method the profit realized 
from the production payment would be 
evenly spread over the ten year period 
on the basis of the above stated facts. 
The difference in results lies in the fact 
that under this alternative formula you 
are treating the interest factor in the 
production payment as something dif- 
ferent from the production payment 
principal. The general understanding in 
the industry and within the Internal 
Service is that interest 
factor in a production payment is as 
much a part of the production payment 
as the principal, or stated amount, and 
that the interest factor should not be 
considered separately when computing 
cost depletion. 

Every transaction in an ABC plan 
must be bona fide and at arm’s length, 
if the desired results are to be accom- 
plished. There should not be identity 
of interest among any of the parties to 
the transaction. 


Revenue an 


Production payment 


There are other points which must 
be adequately considered and set out 
in the various instruments of assign- 
ment. I will mention some which have 
tax significance. 

In addition to the principal sum and 
an interest factor, many production pay- 
ments provide for added amounts to 
cover incidental costs and expenses in- 
curred in connection with the acquisi- 
tion and ownership of the production 
For instance, the indenture 
may provide that the amount of the 
production payment shall include any 
franchise or income taxes which are im- 
posed on and paid by C to any state in 
which the subject prope:“y interests are 
located. 

From a tax standpoint the only limita- 
tion placed upon the total amount of 
the production payment is that there 
must be a reasonable expectation when 
the transaction closes that the produc- 
tion payment will be completely liqui- 
dated before the end of the economic 
life of the properties from which the 
production payment will be paid. 


payment. 


If it is unlikely that the production 
payment will be liquidated prior to the 
end of the economic life of the proper- 
ties, then the nature of the production 
payment is similar to an overriding 
royalty interest and the Internal Rev- 
enue Service would contend that the 
cash received by A, the seller of the 
property, to the extent such cash ex- 
ceeds A’s unrecovered cost basis in lease 
and well equipment, should be treated 
as a lease bonus and taxed as ordinary 
depletable income. 

In most cases there will be no ques- 
tion that the production payment is un- 
likly to pay out over the economic life 
of the property. However, where there 
is any doubt it would be advisable to 
specify in the indenture of conveyance 
that the production payment will be 
considered as completely liquidated 
when the estimated remaining reserves 
of oil or gas reach a specified amount. 

Once a determination has been made 
as to what specific property interests 
are to be subject to the production pay- 
ment and the amount of the production 
payment, the next step would be to 
determine what percentage of oil and 
gas sales from these specified properties 
is to be applied in reduction of the 
production payment. It might be ob- 
served that the order in which these 
points are here discussed will usually be 
the order in which they are resolved in 
the usual ABC transaction but it does 
not follow that this is so in every case. 
For instance, to determine the total 
amount of the production payment you 
may first determine what percentage of 
production could be paid to the produc- 
tion payment holder and still leave 
sufficient production to the working in- 
terest owner to cover cost of operating 
the properties and perhaps give him a 
fair return on his cash invested in the 
deal. 

Generally, the amount going to liqui- 
date the production payment is a per- 
centage of oil and gas sales attributable 
to the fractional interest owned by A 
prior to the assignment to B on those 
property interests subject to the pro- 
duction payment. This percentage will 
depend upon the relative bargaining 
positions of the parties and will be de- 
termined to some extent on the basis 
of operating costs of the subject prop- 
erties. A percentage of 70% to 85% is 
not uncommon. Apparently, the only 
limitation on the percentage is that 
there must be a sufficient amount of in- 
come going to B, the holder of the 
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working interest, to pay the operating 
costs on the properties during the pay- 
out period. Ordinarily this determina- 
tion is based upon an estimate of gross 
income and operating costs at the time 
of closing, using present prices and pro- 
jected rates. Here reference is made to 
the results of operating the whole of 
the properties acquired from A in the 
transaction not to just those particular 
properties burdened with the produc- 
tion payment. For this purpose operat- 
ing cost does not include development 
cost incurred in connection with drill- 
ing additional wells on the properties, 
nor does the term include cost incurred 
in drilling dry holes on the properties. 

If the operating costs exceed the 
amount of income going to the working 
interest owner, B, the Internal Revenue 
Service would require B to capitalize 
such excess as additional cost of the 
properties. The Internal Revenue Serv- 
ice might attack the whole plan if it 
were obvious that B could not operate 
the properties from the share of produc- 
tion accruing to him. 

It should be clear from the indenture 
of conveyance that the production pay- 
ment is to be liquidated solely from a 
share of oil and gas produced. If manu- 
facturing or processing of the crude 
product is involved on the properties 
the indenture should point out that the 
amount going to the production pay- 
ment holder will be a percentage of the 
fair market value of the crude product 
at the well site prior to processing. 
The indenture of conveyance should 
make it clear that no part of the pro- 
ceeds from equipment sales and trans- 
fers will be applied in liquidation of the 
production payment. As previously 
pointed out, the production payment 
must be in the 
properties to accomplish the desired 
tax benefits sought by B. These provi- 
sions may be implied elsewhere, but they 
should be stated expressly, for the In- 
ternal Revenue Service is less likely to 
question the transaction if it is abun- 
dantly clear from the documents that 
the reserved production payment is a 
true economic interest in the proper- 
ties. 

The two keys to success in buying oil 
and gas properties are: (1) a reasonably 
accurate estimate of the tax savings to 
B and (2) a detailed analysis of the 
economies of the trausaction including 
the operating history of the properties, 
and engineering reports as to future 
probabilities. * 


an economic interest 
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Taxpayer wins on 870 issue; 
Morris White Fashions case limits IRS 


by MARTIN D. COHEN 


Form 870-AD and its variations are used to settle tax cases, yet the settlement is 


not final. The Commissioner may reopen a case on grounds set forth but not clearly 


defined in the settlement form; and the taxpayer may not be estopped from claim- 


ing a refund even if he has expressly promised not to do so. The author examines 


the background of these informal settlement agreements, diagnoses the problems 


and prescribes the remedy to the procedural jockeying which now takes place. 


k™ TAX PRACTITIONER is familiar 
with Form 870-AD and recognizes 
this document with the formidable head- 
ing, “Offer of Waiver of Restrictions on 
Assessment and Collection of Deficiency 
in Tax and Acceptance of Over-assess- 
ment,” as the one-page form used by the 
Appellate Division to consummate the 
settlement of cases which have not yet 
been docketed in the Tax Court.! If its 
verbose title fails to give warning of the 
legal complexities that can arise from 
870-AD, the 
cautionary statements? on its face should 
that here, 


the use of Forn various 


leave no doubt indeed, we 
have a tiger by the tail. The fact is con- 
firmed by a long succession of difficult 
litigation involving Form 870-TS® (pre- 
decessor of 870-AD) and other varia- 
tions, including “modified Form 870’'4 
874."5 Now the 


Morris White Fashions decision (176 F. 


and “modified Form 
Supp. 760, N.Y., 1959) brings into sharp 
focus most of these difficulties. 

Act of 1926 
the Commissioner could not assess addi- 


Prior to the Revenue 
tional taxes (deficiencies), other than in 
jeopardy situations, without first issuing 
a Statutory Notice of Deficiency, and as 
a result a taxpayer was unable to stop 
the running of interest on a proposed 
deficiency until 60 days after the issu- 
ance of the statutory notice. Then only 
(provided the taxpayer had not filed a 
petition with the Board of Tax Ap- 
peals) could the Commissioner assess and 
collect the tax.® 

Until enactment of the Revenue Act 
of 1926 there was no way for a taxpayer 


to waive the statutory restrictions against 
assessment and collection of deficiencies. 
The Finance Committee 
plained that the new provision was en- 
acted “[i]n order to permit the taxpayer 
to pay the tax and stop the running of 
interest.”7 All subsequent Revenue Acts 
and Codes have retained this “ 
provision.® For many years the Treasury 
provided a 
Form 870 as the means by which a 
taxpayer may exercise the statutory right 
of waiver. Once a taxpayer executes and 
files Form 870 with IRS, the Commis- 
sioner may immediately assess deficien- 
cies for the taxable years covered by the 


Senate ex- 


waiver” 


Department has printed 


waiver without the necessity of issuing 
a notice of deficiency.® 

The further effect of filing an ex- 
ecuted Form 870 is that intcrest on de- 
ficiencies stops running 30 days after 
such filing unless and until notice and 
made.!° The 
method and effect of filing a waiver of 


demand for payment is 
restrictions on assessment and collection 
of deficiencies have been succinctly pre- 
scribed virtually in unchanged form in 
the regulations?! 
more than 30 years. 

On the face of Form 870 is a series of 
statements designed to alert taxpayers to 
the fact that no binding settlement re- 
sults from execution and filing of the 


Commissioner's for 


form. One such statement expressly says 
that Form 870 is not a closing agreement 
under Section 7121 and does not pre- 
clude assertion of additional 
ficiencies. Such a statement had judicial 
support, 12 as does its counterpart, name- 


the de- 


ly, that execution of Form 870 does not 
bar a taxpayer from seeking a refund of 
taxes assessed and paid.1% 

In Botany Worsted Mills!4 the Su- 
preme Court concluded that since Con- 


gress had prescribed the exclusive 
method by which tax cases are to be 
finally settled, gentlemen’s agreements 
or informal settlements which fail to 
conform to such prescribed method are 
not regarded as binding on either the 
Commissioner or taxpayer. By way of 
dicta, the Court said it was not deter- 
mining whether an informal agreement, 
though not binding in itself, may under 
some circumstances bind a party by 
estoppel. The Botany case was decided 
in 1929. The ensuing 31 years have 
witnessed a great deal of litigation in- 
volving the question whether Federal 
tax settlements arrived at in some man- 
ner other than that prescribed by Con- 
gress are binding on the parties. 

It was universally conceded that the 
procedure relating to closing agreements 
under 1939 Code Section 3760 was a 
cumbersome one which could not pos- 
sibly accommodate the large volume of 
tax settlements entered into annually by 
IRS.15 It was this pragmatic considera- 
tion which led the Treasury to use a 
form presently known as 870-AD in con- 
nection with the settlement of these dis- 
puted tax cases. 


Morris White Fashions 


In the Morris White Fashions case, 
the taxpayer corporation, owned by 
several related individuals, was engaged 
in manufacturing handbags. Sales were 
made on a commission basis by a part- 
nership consisting of the same _ indi- 


1 Once Tax Court jurisdiction attaches, settlement 
takes the form of an order which the parties pre- 
pare and file with the court. This is a new proce- 
dure. Formerly, when a basis for settlement had 
been reached, the parties filed a stipulation pursu- 
ant to which the court prepared and entered its 
own order. 


2 “Pursuant to the provisions of Section 6213(d) 
of the Internal Revenue Code of 1954, or corre- 
sponding provisions of prior internal revenue 
laws, the undersigned offers to waive the restric- 
tions provided in Section 6213(a) of the Internal 
Revenue Code of 1954, or corresponding provis- 
ions of prior internal revenue laws, and to consent 
to the assessment and collection of the following 
deficiencies with interest as provided by law. The 
undersigned offers also to accept the following 
over-assessments as correct: 

“This offer is subject to acceptance by or on be- 
half of the Commissioner of Internal Revenue. It 
shall take effect as a waiver of restrictions on the 
date it is accepted. Unless and until it is accepted, 
it shall have no force or effect. 

“If this proposal is accepted by or on behalf of 
the Commissioner, the case shall not be reopened 
in the absence of fraud, malfeasance, concealment 
or misrepresentation of material fact, or an im- 
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viduals. Prior to January 1947, deficien- 
cies were proposed against the corpora- 
tion for its fiscal years 1944 and 1945 
based on disallowance of alleged cash 
purchases of leather. In January 1947, 
the taxpayer executed Form 874 waiv- 
ing restrictions against assessment of the 
proposed deficiencies and accepting a 
nominal related overassessment. In 1948, 
IRS proposed additional deficiencies 
based on treatment of partnership in- 
come as being properly includible in cor- 
orate income. During 1951 and 1952 
the IRS 
were held by the corporation and the 
individual whom 
asserted 
based on disallowance of claimed losses 
on worthless stock. On April 4, 1952, the 
corporation executed a “modified” Form 
874 and the individuals executed Forms 


settlement conferences with 


taxpayers against 


modest deficiencies had been 


870-AS, each offering to waive restric- 
tions on assessment of deficiencies based 
on (1) disallowance of cash purchases 
(2) recognition of the partnership and 
(3) disallowance of the stock loss. 

On the Form 874, a statement to the 
effect that IRS was not precluded from 
asserting additional deficiencies was 
crossed out. Also the corporation agreed 
not to file a refund claim involving any 
of the settled issues. The Commissioner 
‘accepted” the 874 on May 28, 1952. 
rhe deficiencies were assessed and paid, 
mostly in April and May 1957. In De- 
cember 1957, the corporation filed a 
claim for refund, which was rejected. 
When the taxpayer then sued for a re- 
IRS moved 


for summary judgment on the ground 


fund in the district court, 


that the taxpayer was estopped from 


bringing the action. The _ estoppel, 
portant mistake in mathematical calculation; and 
nce >laim for refund shall be filed or prosecuted for 
above stated other than for the 
The 
payment of the 
above deficiencies, together with interest, as pro- 
vided by law, promptly upon receipt of notice and 
demand from the District Director. 

““Note.—The execution and filing of this offer 
will expedite the adjustment of your tax liability. 
It is not, however, a final closing agreement un- 
der Section 7121 of the Code of 1954, nor does it 
extend the statutory period of limitation for re- 
fund, assessment, or collection of the tax.” 
Guggenheim, 77 F. Supp. 186, Ct. Cls. 1944, 
cert. den., 385 U.S. 908, ren. den., 3386 U.S. 911 
(taxpayer estopped from seeking refund); Ar- 
thur v. Davis, 29 TC 878, 1958 (no estoppel). 
Cuba R. R. Co., 124 F. Supp. 182 SDNY, 1959 
(no basis for estoppel); Daugette v. Patterson, 
250 F.2d 753, CA-5, 1957 (promissory estoppel 
applied to deficit refund claim); Girard v. Gill, 
261 F.2d 695, CA-9, 1958 (no estoppel). 

‘ Baldwin v. Higgins, 100 F.2d 405 USDC, SDNY, 
1937 (taxpayer estopped from seeking refund) ; 
Gentach, 141 F.2d 891, CA-6, 1959 (no 
estoppel); Schneider v. Kelm, 137 F. Supp. 871 


the year(s) 


amounts of overassessments shown above. 


taxpayer also agrees to make 


Joyce v. 





argued the Commissioner, arises from 
the circumstance that in reliance on the 
taxpayer's written promise (embodied in 
the Form of 874) not to claim a refund, 
IRS had refrained from asserting addi- 
tional deficiencies; further, that the tax- 
payer had waited until the statute of 
limitations against additional assessment 
had run against IRS before filing the re- 
fund claim. 


Basis for estoppel 


The court, after reviewing most of the 
decisions since Botany Worsted Mills, 
and recognizing a split of authority on 
the question, determined that there was 
no basis for an estoppel. Before the tax- 
payer can be estopped, said the court, 
it must have made a misrepresentation 
of fact to the Commissioner, who, being 
ignorant of the true facts, relied there- 
on to his detriment. The only detriment 
claimed was that assessment of further 
deficiencies for the taxable years covered 
by the Form 874 is now barred. If any 
de- 
ficiencies exist, said the court, notwith- 
standing the bar of the statute, these 
grounds may be interposed to defeat 


grounds for asserting additional 


the refund claim by way of set-off or 
equitable recoupment under the doc- 


trine of the Bull case 295 U.S. 247 
(1935). 
Contrary results were reached in 


Guggenheim and Cain,!6 said the court, 
because the availability of the defense 
of equitable recoupment was ignored 
there. The opinion in Morris White 
Fashions, notes that even the Tax Court 
(as to whose equitable powers there is 
persistent uncertainty.)!7 has stated that 
estoppel is inapplicable in this type of 


Minn., 1956 (taxpayer estopped). Steiden Stores 
v. Glenn, 94 F. Supp. 712 W.D. Ky. (no estoppel); 
Schaefer, USDC Hawaii, 1951 (“binding con- 
tract’’). 

5 Cain, 255 F.2d 193 CA-8, 1958 (estoppel upheld) ; 
Morris White Fashions, Inc., 176 F. Supp. 760 
SDNY, 1959 (no estoppel); Sprott v. Riddell, 
USDC, So. Cal. 1955 (“‘not valid or binding agree- 
ment’). 

* See, Section 274(a) and (c), Rev. Act of 1924. 
7S. Rept. No. 52, 69th Cong. Ist Sess., CB 1939-1, 
337, 352. 

81939 Code, Section 272(d); 
6213(d). 

® Price (Jan. 18, 1960) — U.S. —, 4 L. Ed. 2d 334, 
wherein the Supreme Court resolved uncertainty 
on this point engendered by such cases as Asso- 
ciated Mutuals, Inc. v. Delaney, 176 F.2d 179, 
CA-1, 1949 on the one hand, and Mutual Lumber 
Co. v. Poe, 66 F.2d 904, CA-9, 1933, on the other. 
10 Section 6601(d). 

1 Regs. 74, Art. 1171 (5); Regs. 111, Sec. 29.272-1 
(5); Regs. 118, Sec. 39, 272-1(5); 1954 Code 
Regs., Section 301.6213-1(d). 

12 Payson, 166 F.2d 1008, CA-2, 1948. 

18 Joyce v. Gentach, 141 F.2d 891, CA-6, 1949. 
14278 U.S. 282 (1929), VIII-1 CB279. 


1954 Code, Section 
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[Martin D. Cohen, with the Newark law 
firm of Cohen, Rosenbaum & Scher, is 
a former trial attorney in the Office of 
the Chief Counsel, Internal Revenue 
Service. | 





situation, unless the Commissioner can 
show “that the claims for additional 
taxes (with regard to which he is barred 
from determining deficiencies) are either 
not available as recoupments or set-offs 
to petitioner’s claims for overpayment 
or are in amounts larger than peti- 
tioner’s claims.’’18 


Form 870-AD unsatisfactory 


Unfortunately the decision in Morris 
White Fashions provides no solution to 
the basic problem—namely, how much 
reliance can either Commissioner or 
taxpayer place on the type of informal 
settlement exemplified by Form 870-AD. 
At least two previous articles on the sub- 
ject have suggested that the solution lies 
in delegating to Internal Revenue Serv- 
the 
enter 


lower echelons au- 
closing agree- 
ments.19 A third article disagrees, feeling 
that closing agreements ought not to be 
handled by subordinate Treasury off- 
cials.2° That Form 870-AD as presently 
constituted can never provide a satis- 


ice officials in 


thority to into 


factory basis for finally settling tax cases 
must be obvious even if the litigation 
spawned thereby is not taken into ac- 
count. In the first place, Form 870-AD 
is neither fish nor fowl. It is is not the 
6213 
(d)?1 nor is it the closing agreement pro- 
vided for in Section 7121. It is, in short, 
a hybrid document conceived by IRS 
noted 


waiver contemplated by Section 


without statutory authority. As 


15 See, e.g., Griswold, “‘Finality of Administrative 
Settlements in Tax Cases,” (1944) 57 Harv. L. 
Rev. 912, 913; Maguire and Zimet, “‘Hobson’s 
Choice etc.”” (1935) 38 Harv. L. Rev. 1281, 1309; 
and Gutkin, “Informal Federal Tax Settlements 
and Their Binding Effect,” (1949) 4 Tax L. Rev. 
477, 479-480. 

16 See footnote 3, 5, 
17 See 9 Mertens, Law of Federal Income Taxation 
Section 50.03 and cases collected there. 

18 Arthur v. Davis, 29 TC 878, 896-897, 1958. 

1° Griswold, “‘Finality of Administrative Settle- 
ments in Tax Cases,” supra; Gutkin, “Informal 
Federal Tax Settlements and Their Effect,”” supra. 
20 Evans, “‘Filing Application for Federal Tax Re- 
fund After Signing Form 870-AD, Promising Not 
to File,”’ (June 1959) 24 Missouri L. Rev. 337, 342. 
21 See Goldstein, 189 F.2d 752, CA-1, 1951, where- 
in the basic difference between Forms 870 and 
870-AD was said to be that the latter is condition- 
al on acceptance by IRS whereas, the former is 
not. The opinion expressed herein is contrary to 
the thesis in Evans, supra, 341, to the effect that 
the Treasury follows both Sections 6213(d) and 
7121 “and cannot be condemned for setting up a 
defense of estoppel even though it may fully realize 
the defense is without merit.” 


supra. 
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above, the title of Form 870-AD does 
not suggest settlement, binding or other- 
wise, but merely an “offer to waive the 
restrictions imposed by Section 6213(a). 
Only upon studying the fine print does 
one discover that Form 870-AD purports 
to accomplish more than its boldfaced 
heading implies. Moreover, certain in- 
equities, perhaps not immediately ap- 
parent, are created by the language used 
in Form 870-AD. These are: 

1. If what the taxpayer seeks is to 
stop the running of interest, he does not 
this 
Form 870-AD, which by its terms is of 


accomplish merely by executing 
no force or effect until accepted by the 
Commissioner;?2 

2. The taxpayer’s agreement not to 
file or prosecute any refund claims for 
the taxable years covered by the 870-AD 
(othe listed 


than overassessments) is 


May 1960 


unconditional and unequivocal. The 
Commissioner’s undertaking not to “re- 
open the case” is both ambiguous and 
conditional. What is meant by “the 
case”? If, subsequently, IRS wishes to 
raise new issues for the same taxable 
years, would a new case come into being 
to be distinguished from the case (or 
settled issues) which was not to be re- 
opened? If the “case” comprehends all 
possible questions involving the taxpay- 
er’s liability for the taxable years affected 
by the 870-AD, a clearer statement to 
that effect would not be difficult to draft. 
Moreover, the Commissioner expressly 
reserves the right to reopen in the event 
of fraud, malfeasance, concealment, mis- 
representation or important mathemati- 
cal miscalculation. 

It is interesting to note that the pro- 
cedural regulation which refers to Form 





Waiver is valid though improperly ex- 


ecuted. A waiver extending the period 
of collection was made out in the name 
but it 
signed by an individual officer without 


of taxpayer-corporation, was 
designation of his title and the corpo- 
The 


court held, and this court affirms, that 


rate seal was not affixed. district 
the waiver is valid despite the defects in 
its execution. In a subsequent court pro- 
ceeding, taxpayer conceded the validity 
of liens based on the assessment. This 
concession cured any defects in the 


waiver. Vassallo, Inc., CA-3, 2/4/60. 


Closed year was correct; therefore, no 
ground for reopening exists. In an- 
other of the long series of cases over the 
deduction of excess profits taxes paid or 
accrued in computing operating loss 
carryovers, the IRS loses an attempt to 
use the inconsistent-position argument 
to end what the IRS regards as a double 
deduction. Briefly, the courts had held 
that Budd was entitled to eliminate its 
originally accrued 1944 excess profits 
taxes in computing the 1944 income ap- 
plied against a 1946 carryback, despite 
the fact that those 1944 taxes were re- 
funded in 1947. The Commissioner now 
says that the 1947 refund serves to open 
1944 and that the taxpayer is incon- 
sistent. The court holds that the 1944 
treatment was correct and that, there- 
fore, there is no ground for opening 
the closed year. Budd, 33 TC No. 92. 


Accountant may use client’s attorney be- 


fore IRS. A CPA was subpoenaed to 
testify in an investigation of his client’s 
tax matters. At the hearing, the IRS 
objected thzt he had brought the client's 
attorney with him as his own counsel. 
The district court agreed that this was 
improper, but this court reverses. While 
the right to counsel of his own choice 
is not absolute, no good reason was 
shown for not permitting the accountant 
to use the same attorney. No improper 
conduct on the attorney’s part 
shown. Backer, CA-5, 2/18/60. 


was 


Statute is extended by unaccepted offer 
in compromise. Form 900, on which a 
taxpayer submits an offer in compro- 
mise, says that the statute of limitations 
is suspended while the offer is pending 
and for one year thereafter. The court 
holds that, although the offer was re- 
jected, this waiver of the statute is effec- 
tive against the taxpayer. The Commis- 
sioner could not give administrative con- 
sideration to offers in compromise if 
the statute ran against assessment and 
collection while the offer was pending. 
Bosk, DC Fila., 2/4/60. 


Admission-to-practice applications to be 
filed with District Directors. Applica- 
tions for enrollment to practice before 
the Internal Revenue Service, together 
with the $25 application fee, are now to 
be filed with the local District Director. 
Treasury Department Circular No. 230 
will be revised to reflect these changes. 
Rev. Proc. 60-2. 





870-AD states that as an incident to 
settlement the taxpayer may be re- 
quired to agree to pay the additional 
tax promptly, not to file an offer in 
compromise and to execute a closing 
agreement upon request.** No reference 
is made in the regulation to the inclu- 
sion in Form 870-AD of provisions 
whereby either party binds himself. Just 
what authority exists for the inclusion 
of such provisions in Form 870-AD is 
not altogether clear. 

Under the 1939 Code, a closing agree- 
ment attained finality only if approved 
by the Secretary, Under Secretary, or an 
Assistant Secretary of the Treasury.?4 
The 1954 Code accords finality if the 
Secretary or his “delegate” approves a 
closing agreement.25 Delegate is defined 
in the Code so as to include any officer 
or employee of IRS authorized directly 
or indirectly by one or more redelega- 
tions of authority to perform an act.?6 

Curiously enough, the committee re- 
ports accompanying the 1954 Code state 
without further discussion that Section 
7121 contains no material change from 
existing law.27 It would seem that the 
substitution of the word “delegate” for 
the previously limited number of high 
ranking officials amounts to a most sig- 
nificant change. It is therefore surpris- 
ing that the very recently issued regu- 
lation relating to agreement 
refers only to the Commissioner as being 
able to enter into closing agreements.?8 
And this despite the fact that an earlier 
procedural regulation, which is still in 


closing 


effect, provides that the Commissioner, 
or any officer or employee of Internal 
Revenue Service authorized by him in 
wiiting, may enter into and approve a 
closing agreement.2®9 This opportunity 
to delegate and redelegate authority 
should be exercised. As one observer has 
noted, “if evil is to be ascribed to sub- 
ordinate officers, they do not need the 
tool of closing agreements to implement 
their work.”39 It is predicted that an 
enlightened IRS will eliminate many of 
the difficulties stemming from informal 
settlements by delegating closing agree- 
ment authority to personnel at Appel- 
late Division, if not field audit level. * 


22 Goldstein, supra. 

23 Regs. Sec. 601.106 (d) (1). 

*4 Sec. 3760(b). 

% Sec. 7121 (b). 

% Sec. 7701 (a) (12). 

7H. Rept. No. 1837, 88d Cong. 2d. Sess. pA 424; 
S. Rept. No. 1622, 88d Cong. 2d. Sess., p. 601. 

*8 Reg. Section 301.7121-1 (TD 6450, filed Feb. 3, 
1960). 

Regs. Sec. 601.202(a) (i), CB 1955-2, 952. 

8° Gutkin, supra, 490-491. 
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Opportunities open up for tax planning under 


new Regs. on non-statutory stock options 


by ALAN R. BROMBERG 


Despite the tax-saving virtues of the statutory stock option, many situations do 


arise where the non-qualified option is useful to management and a tax saver as 


well. The new Regulations, focussing attention on the relative virtues of conditions 


v. restrictions, lead to some curious results. This article shows how the new Regu- 


lations are applied; it considers estate as well as income tax results. 


S° FAR AS THEY GO, restricted options 
offer matchless advantages. But there 
are many situations in which they are 
impractical. To attract a new executive, 
a corporation may have to offer him 
options to buy at far less than the 85% 
of market value, which is necessary to 
claim the benefits of IRC Section 421. 
The price must be 110% of market if 
is already a 10% stock- 
Or market value may be too un- 
certain for confident setting of a price.! 
Similarly, 


the optionee 
holder. 


a solidification of contro] may 
call for a large block of shares to be 
made cheaply available. The company 
may demand a deduction for compensa- 
tion, which it cannot have under Section 
421. Under such 
statutory stock options may be useful. 
Some fairly obvious limitations on the 
utility of non-statutory options should 
be noted. If the stock is so closely held 
that there is no market, 
option is largely in the control it carries. 
Any likelihood of gain from ultimate 
disposition of the stock depends on a 
buyer (which may be the corporation 
itself, although this creates other prob- 
lems discussed hereafter). Options have 
little 


circumstances, non- 


the value of an 


value for sole or large-majority 
stockholders because exercise of the op- 
tion merely dilutes their existing equity. 
Probably the maximum utility of non- 
statutory options is in fairly widely-held 
companies and for executives who are 
not dominant stockholders. 

Options have caused considerable con- 
fusion in contract law.2 They have 


created even more in tax law. Serious 
doubts have clouded the most basic 
questions concerning them: when do 
they produce income, what kind and 
how much? Past developments have been 
well chronicled and criticized,? and our 
emphasis can be pointed toward the 
Regulations of September, 1959. These 
Regulations, representing some clarifica- 
tion and some capitulation, took the 
form of an amendment to Section 1.61-2 
(d)(5) and the addition of Section 1.421- 
6 to deal with employee stock options 
other than “restricted stock 
under IRS Section 421. 

To put the matter in preliminary 
perspective, it should be noted that the 
government’s tendency has been to argue 
for realization of stock option income 
at a fairly late stage. One reason has 
been 


options” 


administrative: without a report- 
ing requirement for grants, receipts or 
exercises of options, the government 
often learns of them only on the sale of 
the optional stock. By this time, limita- 


1 Rev. Rul. 59-243, 1959 IRB No. 29 at 11 (plan 
disqualified by provision readjusting option price 
in event of Treasury determination of value dif- 
ferent from Stock Exchange transaction). [The 
validity of this ruling was questioned at 11 JTAX 
214, October 1959.—Ed.] 

*See Corbin, “Option Contracts,” 23 Yale L. J. 
641 (1914); Ames, “Mutuality in Specific Per- 
formance,” 3 Colum. L. Rev. 1, 9-11 (1903); 
McWilliams, “The Enforcement of Option Agree- 
ments,” 1 Calif. L. Rev. 222 (1913). 

8 See Griswold, “‘The Mysterious Stock Option,” 2 
Tax Revision Compendium 1327 (1959); Schles- 
inger, “Selected Problems in the Use of Restrict- 
ed Stock Options,” 36 Taxes 709 (1958); McDow- 
ell, “Tax on Spread in Unrestricted Employee 
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tions have perhaps closed the years in 
which earlier events took place. While 
the Treasury has never been enthusiastic 
about tax-deferral, it has probably 
profited by waititng on stock options. 
For during a period of generally rising 
security prices, it has been able to claim 
more revenue by measuring income 
later. One of its premises has been that 
income is measured by the spread (be- 
tween the stock value and the option 
price) at the time of realization. An- 
other has been that ail stock options are 
compensatory and that the income 
prior to the first taxable event is ordin- 
ary rather than capital gain. 

Regulations Section 1.421-6 distin- 
guishes: (a) conditions on the right to 
receive the optioned stock (€.g., a pro- 
vision postponing payment and delivery 
for two years), and (b) restrictions on 
the stock (i.e. on its disposition) which 
have effect on its value 
(e.g. a provision allowing the corpora- 
tion to repurchase at cost). In condensed 
form, the rules of Section 1. 421-6(c) for 
conditions and restrictions are as fol- 
lows:5 


significant 


Time when ordinary income is realized: 

If conditions exist: upon lapse or ful- 
fillment of conditions 

If restrictions exist: upon lapse of re- 
strictions 
Amount of ordinary income: 

If conditions exist: spread at lapse or 
fulfillment 

If restrictions exist: lesser of (a) spread 
at acquisition of stock, or (b) spread at 
lapse of restrictions 

The rules for conditions apply only if 
there are no restrictions. Thus, there is 
little tax advantage in having both con- 
ditions and restrictions, although there 
may be corporate or personal reasons to 
do so, e.g., satisfying the corporate law 
requirements that the options be reason- 
ably compensatory and designed to as- 
sure the continuation of the optionee’s 
services.® 

If both conditions and restrictions are 


Stock Options,” 34 Taxes 209 (1956); Webster, 
“Unrestricted Stock Options,”” NYU 15th Inst. on 
Fed. Tax. 1071 (1956); Note, ““The Non-Restrict- 
ed Employee Stock Option — An Executive’s De- 
light,” 11 Tax L. Rev. 179 (1956). For policy os- 
cillations, see Surrey & Warren, Federal Income 
Taxation — Cases and Materials 653-74 (1955). 
*This stance, repeatedly buffeted by the lower 
courts, was fully sustained by the United States 
Supreme Court in its decision LoBue, 351 U.S. 
243, 1956. 

5 Special rules are given for dispositions of stock 
while still subject to restrictions; Section 1.421-6 
(c) (3) and (4). They add to maneuverability by 
permitting the taxpayer some acceleration of in- 
come should he want it. 
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times and values 
which may be relevant. They normally 
occur in the order shown (but need not 
—e.g., E might precede D): 

A. Grant of option; 

B. Exercise of option; 

C. End of condition (i.e. when “the 
unconditional right to receive the prop- 


used, there are six 


erty subject to the option is acquired’’);7 
D. Acquisition of stock; 
FE. Lapse of restrictions; 
F. Sale of stock. 
We may ignore conditions on the ex- 
of 


from conditions on the acquisition of 


ercise the option as distinguished 
stock. Hence, the common provision that 
the option is not exercisable until some 
future date is immaterial. But a condi- 
tion that the optionee be an employee 
at a certain date in order to obtain the 
stock is significant. By the Treasury view, 
there is no income prior to the exercise, 
and none then if there are conditions 
on the right to acquire the stock. In par- 
ticular, the grant of an option is not a 
taxable event, although there is some 
here, as noted below. 
Using the above letters to designate 
the respective events as well as the cor- 


inconsistency 


responding values of the optioned stock, 
and letting X equal the option price, 
we have the following consequences. 


Conditions but no restrictions 


If there are conditions but no restric- 
tions, ordinary income is realized at C 
(end of conditions) and is equal to C — 
X (the “spread,” or market value minus 
that time). This 
amount is added to the option price, 
X (the amount actually paid), to deter- 
mine the basis of the stock: C — X + X 
= C.® Assuming the stock is a capital 


option price, at 


asset and held the requisite six months, 
capital gain is realized at F (sale of 
stock) and is equal to F — C. Thus the in- 
itial spread (at grant) and any apprecia- 
tion in stock value up to the ending of 
the conditions are taxed, with some de- 
ferral, as ordinary income. Any subse- 
stock 
taxed as capital gain on disposition of 
the stock.10 


quent appreciation in value is 


\ condition ended (fulfilled) after 
exercise is illustrated by LoBue’s first 
option!! which he exercised by giving 
his unconditional promissory note on 
May I. 
tive only if he were an employee on 
30. The fulfilled 
when June 30 arrived and he was still 
an employee. The courts did not decide 
whether income was realized on May | 


However, the option was effec- 


June condition was 


May 1960 


or June 30, only that it was not realized 
in a later year when the note was paid 
and the stock issued. Under the new 
Regulations, income would be realized 
on June 30 in the amount of the spread 
on that day. 

The Regulations are rather odd in 
their formulation. In part, they proceed 
on the theory of constructive receipt, 
saying that an optionee has income 
when his right to receive stock is uncon- 
ditional, and: 

“An individual has an unconditional 
right to receive the property subject to 
the option when his right to receive such 
property is not subject to any condi- 
tions, other than conditions that may 
be performed by him at any time.’’!? 

But they also make the taxable event 
the exercise of the option, even though 
it is exercisable at any time. 

This apparent illogic is explained, if 
not justified, by recent cases which the 
government In Ogsbury,}8 
payer exercised by giving formal notice; 
in LoBue14 the second option was exer- 
cised by giving an unconditional promis- 
sory note for the option price. In each 
instance the money was paid and stock 
acquired in a subsequent year. The 
courts held, against the Commissioner, 
that the realization took place at exer- 
cise; each taxpayer had, at that time, the 
right to receive stock as soon as he paid. 
Ogsbury’s option specifically permitted 
him to defer payment so long as he was 
in employment. LoBue’s postponement 
was by the terms of his note; we are not 
told whether he had prepayment privi- 
lege, but the Tax Court stresses the fact 
that his obligation to pay was uncondi- 


lost. tax- 


tional. The new Regulations are in ac- 
cord with these holdings. But they apply 
constructive receipt only to the stock 
and not to the option, although the op- 
tion (if unconditional) represents the 
same economic value. 

The view of the Regulation is in har- 
mony with the idea that capital gains 
are reserved for investors. Until the op- 
tionee himself 
stock, he is taking a “free ride”; 


commits to - purchase 
he 
can profit but hardly lose. Whatever 
accrues to him looks like ordinary in- 
come. But once he obligates himself for 
the stock, the subsequent appreciation 
in value can be regarded as the fruit of 
his investment, not his labor. Nonethe- 
less, the logical connection between in- 
vestment commitment and income reali- 
zation is not very close. 
The fetish 


gives some mobility to the taxpayer. 


Treasury’s for exercise 


[Mr. Bromberg is Professor of Law at 
Southern Methodist University, Dallas.| 





Assume he is free to exercise his option 
at any time and there is nothing but his 
own action to postpone acquisition of 
the stock. He can, then, realize his in- 
come when most beneficial to him, for 
example, in small amounts over several 
years or in large amounts when he has 
deductions which will offset it. Nat- 
urally, the spread varies continuously 
with the market price, so he has no ab- 
solute certainty what will be most ad- 
vantageous. In timing the exercise of his 
option he will experience some conflict 
between economic and tax motives, i.e. 
the more favorable the economic results 
of exercise (the higher the value of the 
stock), the greater the amount of ordin- 
ary income (the spread). 


Restrictions 


If there are restrictions which outlast 
the conditions, the conditions are with- 
out tax effect. The rules then change 
and can be expressed as follows in terms 
of our alphabetical symbols. Ordinary 
income is realized at E (lapse of re- 
strictions) and is equal to the lesser of 
D — X (spread at acquisition of stock) or 
E — X (spread at lapse of restrictions). 
Capital gain is realized at F (sale of 
stock) and is equal to the greater F — D 
and F — E, depending on which was 
used in determining ordinary income at 
E. 

Here, as with conditions, the spread 
at the time of grant is disregarded, and 
there is no way to limit ordinary income 
to this amount. Moreover, here the date 
of exercise becomes unimportant as do 
any conditions on the rights to acquire 
the stock. Thus there is no way to avoid 
ordinary income on the appreciation be- 
tween the grant and the acquisition, un- 
less the stock happens to be worth less at 
the time it is sold. The alternatives of 
spread at acquisition and spread at sale 
give room for legitimate maneuvering. 
Acquisition may be looked upon as a 
way of fixing maximum ordinary in- 
come; it should take place in anticipa- 
in market value. If the 
rise fails to occur, relatively little is lost 
in comparison to what is gained if it 
does occur. 

The 
whenever the restriction has a significant 
effect on value. They therefore depart 
from the implication in one series of 


tion of a rise 


Regulations prescribe deferral 


in some 
at the time of exercise even 


cases that income is realized, 
measure, 
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though restrictions make the stock 
worth less than the market for unre- 
stricted stock.15 

By making the lapse of restrictions a 
taxable event, the Treasury seeks to 
reverse a case it lost when it had no 
such Regulation.16 There should be no 
serious doubt of the validity of the new 
rule. It will put an end to hopes—always 
tentative—that restrictions would pre- 
vent any taxation until the sale of the 
vption stock, at which time all gain 
would be capital. 


Theory of restrictions rule 


It is not immediately apparent why 
the ‘Treasury should give the taxpayer 
two alternatives in measuring his ordin- 
ary income. With respect to conditions, 
it more logically gauges income by the 
spread at the time of realization. Per- 
haps the ambivalence with respect to re- 
strictions reflects an uncertainty when 
the realization actually takes place. 
There is prior authority that no realiza- 
tion occurs at exercise of the option,17 
at acquisition of the stock,!8 or at lapse 
of the restrictions.19 In seeking escape 
from this trilemma, the Treasury may 
have felt it wise to be generous, and to 


hedge, by allowing the taxpayer a 


choice. 

rhe underlying principle here seems 
to be that restrictions preclude any as- 
certainable fair market value, without 
which there is no realization. This will 
not be universally true. Some restrictions 
(e.g. repurchase option at a fixed price) 
depress value but do not destroy it al- 
together. Perhaps it was not feasible to 
make and defend this distinction in the 
Regulations. 


*See Kerbs v. California Eastern Airways, 33 Del. 
Ch. 69, 90 A. 2d 652 (Sup. Ct. 1952); Anno. 
“Validity of Stock Option Plan,” 34 ALR 2d 852 
1954). 
Regulations Section 1.421-6(c) (1). 
* Note 7, supra. 

Regulations Section 1.421-6(d). 

There is always the possibility that the capital 
gain tax will be avoided by death, when the stock 
takes a new basis equal to its then value, IRC 
Section 1014(a). Death is no avail against the or- 
dinary income tax. 

LoBue, 256 F.2d 735, CA-3 1958, aff’g. 28 TC 

17 1957 after remand from 351 U.S. 243 1956. 

2 Note 7, supra. 

Est. of James S. Ogsbury, 258 F.2d 294, CA-2 
1958, aff’g 28 TC 98 1957. 

* Note 11, supra. 

Harold E. MacDonald, 248 F.2d 552, CA-7 1957 
reversing 16 TCM 208 1956, on remand from 230 
F.2d 534, CA-7 1956 reversing 23 TC 227 1954. 
The restrictions consisted of (1) an agreement 
not to sell the stock while an employee, (2) in- 
sider trading limitations of the Securities Ex- 
change Act of 1934. 

* Robert Lehman, 17 TC 652 1951, acq. on this 
issue 1952-1 CB 3 and 1959-1 CB 4. The restric- 


Some illumination may come from re- 
consideration of what I have described 
as the theory underlying the treatment 
of conditions: capital commitment for 
investment makes subsequent apprecia- 
tion capital gain. The handling of re- 
strictions is in part consistent with this, 
since any post-acquisition appreciation 
will not be treated as ordinary income. 
However, there is an inconsistency: the 
investment commitment legally takes 
place at exercise, not at acquisition of 
the stock. Moreover, a strict application 
of this idea would make post-acquisition 
declines capital, while the Regulations 
in effect treat them as reducing the 
amount of ordinary income ultimately 
taxed. 


Tactics in planning 


In planning for the executive, the 
characteristics of several devices may be 
summarized as follows: 

1. An outright sale of stock at a bar- 
gain price results in immediate income 
in the amount of the spread at that 
time. 

2. An option subject to conditions 
(but without restrictions) defers income 
until lapse or fulfillment but leaves 
the amount of income wholly dependent 
on the market value of the stock at the 
later date. 

3. An option for stock subject to re- 
strictions will usually permit longer de- 
ferral than conditions since restrictions 
relate to the stock after it is acquired. 
Exercise of the option and acquisition 
of the stock does not precipitate taxa- 
tion (which occurs only on the lapse of 
the restrictions). But it does give two- 
way protection against changes in value 


tions are not described, but the parties stipulated 
that they deprived the stock of any ascertainable 
fair market value. 

17 MacDonald, note 15, supra. 

18 Harold H. Kuchman, 18 TC 154 1952. The re- 
strictions consisted of agreements (1) not to sell 
for one year without grantor’s consent, (2) to re- 
sell at cost if employment terminated within one 
year, (3) to give grantor a first option at market 
price before selling to anyone else within two 
years. 

19 Lehman, note 16, supra. 

20 Protection against market declines became a 
serious matter during the 1958 recession; see 
Schlesinger, “Selected Problems in the Use of Re- 
stricted Stock Options,”’ 36 Taxes 709, 725-36, 755 
(1958); Webster, “Restricted Stock Options in a 
Declining Market,” 44 A.B.A.J. 68 (1958). These 
writers discuss ways of aiding an employee who 
holds a Section 421 option when the market price 
drops below his option price. Such a situation is 
less likely to occur with non-statutory options 
where the price can originally be far lower than 
the market. Nonetheless, the techniques men- 
tioned are of possible applicability to non-statu- 
tory options. They include reduction of the price 
in an outstanding option or award of a new op- 
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of the stock: (a) if the value goes up, 
the tax is no greater; (b) if the value 
goes down, the tax is less.20 The price 
for this insurance is, of course, the in- 
vestment commitment in the stock. 

Restrictions therefore offer more flexi- 
bility and greater attractions than con- 
ditions in most instances. 

If conditions are deemed necessary for 
non-tax reasons, their tax effects can be 
neutralized by following them with re- 
strictions. Where conditions are to be 
used alone, several things should be 
kept in mind. If the option must be ex- 
ercised substantially before the condi- 
tions lapse or are fulfilled, the optionee 
faces ordinary income on any post-exer- 
cise appreciation in value even though 
the invest. 
Therefore, the period for exercising the 
ction should normally be extended as 
1ong as possible. By using conditions 
which lapse or are fulfilled a certain 
amount each year, it is possible to stag- 
ger the 
taxation 


exercise committed him to 


income and prevent excessive 
at any one time. The same re- 
sult can be achieved by using several 
separate options. 

Unlike Section 421 options, non-statu- 
tory options may be transferable. How- 
ever, excessive transferability can viti- 
ate the conditions or restrictions which 
permit deferment. It may also run afoul 
of corporate law. 

In using restrictions, the planner must 
bear in mind the requirement that they 
have a significant effect on value.?! A 
first refusal at fair market value is said 


not to be a significant restriction,?? al- 
though this is debatable if the stock rep- 
resents control and might command a 
premium if freely saleable. By and large, 


tion at a lower price. Also considered is the vari- 
able-price option which contains from the outset 
a provision setting the option price at a percen- 
tage of the value of the stock at or around the 
time chosen for exercising it. These devices give 
protection by assuring that some spread exists. 
They thus differ from result noted in the text 
which gives protection by assuring that the 
spread which is taxed is no greater than the eco- 
nomic gain. Still another device assures that the 
economic gain will be realized. This is the pur- 
chase by the optionee of a “put,”’ an option to 
sell his stock at a fixed price (e.g. the market 
value at the time the “put” is bought). The Rev- 
enue Service has ruled that this “in and of itself’” 
is not a “disposition” under Section 421, Rev. Rul. 
59-242, 1959 IRB No. 29 at 13. The same reasoning 
should apply to non-statutory options. The prac- 
ticality of a “put” is greatly limited if the stock 
is not actively traded. In this event the cost of 
“put” would be exorbitant, if indeed it would be 
purchasable at all from strangers. If purchased 
from the employer or its principal stockholders, it 
might well be deemed a part of the option, thus 
eliminating the uncertainty and incompleteness 
which justify the deferral. 

1 Regs. Section 1.421-6(c) (2) (i). 
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restrictions on the persons to whom 
stock may be sold can affect value only 
indirectly and should not be exclusively 
xvelied on for tax deferral. Restrictions 
on the time when stock can be sold have 
If the 


time is absolute, e.g. no sale within a 


a more obvious effect on value. 


fixed period, the restriction would prob- 
ably be deemed significant if the fixed 
period was substantial in length, per- 
haps a year or more.?3 If the time is 
linked to other factors, e.g. no sale while 
still employed,24 the combined effect 
be considered. Restric- 
tions on the price at which the stock can 
be sold, of course, have the plainest im- 


would have to 


pact on value. A provision for resale at 
cost would be significant. So would a 
requirement of resale at book value.?5 
More complicated formulas (such as ten 
times earnings, or cost plus 5% a year) 
would probably be judged by the cir- 
cumstances at the time the optionee 
acquired the stock. The burden of proof 
is on the taxpayer to show the signifi- 
cance of the restrictions if he seeks to 


avoid current income. 

Price restrictions are the safest to use. 
There is no reason not to superimpose 
other types of restrictions so long as they 
do not operate to relax the price re- 
All 
taken to assure that the restrictions are 
This 
compliance with corporate law?6 and 
stock certifi- 


striction. precautions should be 


binding under local law. means 


appropriate notation of 
cates.27 

Flexibility is increased by writing the 
option so that it can be exercised in such 
amounts and at such intervals as the em- 
ployee shall, from time to time, elect. 
Unlike 421, 


limits necessary: 


Section no absolute time 


are business circum- 
stances and corporate law should be the 
only determinants. 

Thought should be given to the man- 
ner in which restrictions lapse. It would 
be unwise, for example, to have them 
left to the the 


corporation or other stockholders. Times 


future discretion of 
should normally be fixed in the original 
option. There are good reasons to have 
the restrictions lapse serially, ice. with 
respect to part of the stock each year 
for several years. This avoids bunching 
of income. If the executive should later 
want to anticipate income, he can per- 
haps do so by a sale of the stock subject 
to the restrictions.?8 

Since taxable income is measured by 
the spread in stock value, the taxpayer 
should be cautious to obtain and pre- 
serve appropriate data at all relevant 


May 1960 


times. The data should include internal 
evidences (i.e. the corporation’s finan- 
cial statements) as well as actual trades, 
for the latter might turn out to be 
insufficient to establish fair market value. 

There are problems in the financing 
of the purchase price of the stock. Some 
companies permit the stock to be paid 
for out of its own dividends.?9 Naturally, 
the dividends are taxable as such to the 
optionee. Moreover, this is a violation 
of corporate law in many states.30 A 
corporate loan to the optionee to permit 
him to purchase the stock would be a 
violation if he were an officer.31 Ad- 
mittedly, these corporate requirements 
are widely disregarded, but they can be- 
come painful. 

The holding period of the option 
stock begins when it is acquired. If pay- 
ment is by crediting dividends or other 
amounts, holding period may accrue, 
share by share, as credits are recorded.32 
This is anomalous in that exercise of 
the option represents the investment 
commitment which normally justifies 
capital gain. However, the Regulations 
are consistent in using the acquisition 
of the stock as the time when maximum 
ordinary income is fixed. 


Death 


Restrictions do not effect a postpone- 
ment of estate tax.33 They may, how- 
ever, reduce the fair market value of the 
options or stock in the gross estate, with 
of estate 
Naturally, price restrictions will be most 


consequent reduction tax.34 
effective for this purpose. 

The successor (e.g. estate or legatee) 
will realize ordinary income at the same 
the same 
stockholder would have 
done if he had lived.85 Moreover, the in- 


time and in amount as the 


optionee or 


2 Regs. Section 1.421-6(c) (ii) Example (3). 

2% Kuchman, note 18 supra. 

% A restriction of this kind effectively prevented 
taxation on the exercise of an option in MacDon- 
ald, 230 F.2d 534, CA-7 1956 reversing 23 TC 227 
1954. The court cites at 539 the leading cases hold- 
ing that restrictions destroy the market, hence the 
requisite value to measure a realization. The court 
found another sizable deterrent in Section 16(b) 
of the Securities Exchange Act of 1934 which 
makes “‘insider’”’ profits in listed securities recov- 
erable by the corporation. Since Section 16(b) 
operates only on trades within six months of one 
another, this might be considered a time restric- 
tion. But a profit on the sale of the optioned stock 
would have been recoverable if within six months 
of any purchase, including one pursuant to some 
other option. Whatever exemption may have been 
afforded by SEC Rule X-16B-3 has been demol- 
ished by Perlman v. Timberlake, 172 F. Supp. 246 
SDNY 1959, which has led the SEC to propose re- 
peal of the relevant portion of the Rule, SEC Ex- 
change Act Release No. 6111 (1959). However, 
the 7th Circuit in MacDonald recognized that there 
might be some taxable value at exercise despite 


come is in respect of a decedent so that 
an income tax deduction is allowed for 
a part of the estate tax attributable to 
the income potential.3¢ 
It may easily happen that the restric- 
tions are so formed that they lapse at 
death. The instruments may make them 
personal to the employee, or local law 
may make them inapplicable to trans- 
ferees. Since the lapsing of restrictions 
means income to the successor, perhaps 
in larger quantities without offsetting 
deductions, the planner has the burden 
of anticipating whether the stock itself 
should be subject to restrictions and 
of drafting the terms accordingly. His 
decision should take into account the 
probable liquidity of the estate and the 
related desirability of being able to sell 
the stock free of restrictions. 
Compared to restrictions, conditions 
play a lesser role at death. Many condi- 
tions are essentially personal to the em- 
ployee, e.g. a requirement that he not 
become a competitor. Such conditions 
are automatically satisfied at death, with 
attendant precipitation of ordinary in- 
come. The satisfaction of such condi- 
tions would probably deprive them of 
their value-reducing character for estate 
tax purposes. Hence there would be 
simultaneous estate tax and income tax 
on the same underlying wealth. The 
offsetting income tax deductions based 
on the estate tax would afford some con- 
solation. 
Some conditions, particularly those 
which involve only the lapse of time, 
will be unaffected by death. They will 
have estate and income tax consequences 
similar to those for restrictions. 
These the 
feriority of conditions to restrictions as 
tax planning devices. 


observations confirm in- 


the restrictions; see 248 F.2d 552, CA-7 1957 re- 
versing 16 TCM 208 1956. 

% Regulations Sec. 1.421-6(c) (ii) Example (4). 
*6 See, e.g. Texas Business Corporation Act, Art. 
2.22B(2) (limit of 20 holders of class of shares 
restricted.) 

27 Uniform Stock Transfer Act, Section 15. 

28 Note 21, supra. 

2” See, e.g., McPhail v. L. S. Starett, 257 F.2d 388 
CA-1 1958, upholding a Massachusetts plan in 
which as much as 50% of the option price could 
be paid by crediting dividends. 

%0 Usually dividends can be paid only on issued 
shares, and shares can be issued only for money 
paid, labor done or property received. See, e.g. 
Del. Const. Art. IX, Sec. 3; Ill. Bus. Corp. Act. 
Sec. 157.18, Sec. 157.41. Promissory notes are 
usually insufficient, Ballantine, Corporations 793 
(1946). Delaware is more liberal than most in per- 
mitting dividends on partially paid stock, but 
then only in proportion to the consideration that 
has been paid, Del. Gen. Corp. Law Section 156. 
* Del. Gen. Corp. Law Section 143. 

32 Gordon M. Evans, 36 BTA 1406 (1938), Aca. 
1939-1 CB 11. 
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One of the attractions of the non- 
statutory options (in contrast to those of 
Section 421) is the deductibility for the 
employer. It is treated as paying com- 
pensation at the same time and in the 
same amourit as the employee realizes 
it.87 The employer has to wait for its 
deduction, but does not forfeit it entire- 
ly. And to the extent that the employee’s 
compensation is increased indirectly by 
a rise in value of the stock, the em- 
ployer’s deduction is also increased. 

The new Regulations on non-statu- 
tory stock options concede that realiza- 
tion is postponed by significant condi- 
The latter offer 
more flexibility than the former. Taxa- 
tion is postponed until the fulfillment 
or lapse. The measure of income varies 
with the value of the stock but can be 
controlled to a considerable extent. 

Since the Regulations apparently pro- 
ceed from divergent theories, they pro- 


tions or restrictions. 


duce some odd results. Although they 
reverse the Treasury’s position in some 
respects, they are not likely to be the last 
word. The concept of realization of in- 
come is too elusive, and the struggle 
for capital gains too intense, for this. 
For the present, the Regulations offer 
the planner some new opportunities to 
defer income and, in lesser degree, to 
convert it into capital gains. The capital 
attainable 
only after the stock is acquired or com- 


gain feature, however, is 


mitted for. Consequently, non-statutory 
yptions will never replace statutory op- 
tions which permit both deferral and 
capital gain without investment com- 
mitment. But they can be usefully em- 
ployed in situations where statutory op- 
tions cannot, e.g. where the desired price 
is below 85% of the market value of the 
stock. % 


* However, if the stock or options constitute 35% 
of the gross estate or 50% of the taxable estate, 
some postponement of payment is possible under 
IRC Section 6166. Note that restrictions tending 
reduce value militate against qualifying for 
this benefit. 
“The impact of restrictions on estate valuation 
will not be considered further in this article. See 
amer & Lowndes, Federal Estate and Gift 
Taxes 533-40 (1956); Estate Tax Regulations Sec- 
tion 20.2031-2(h). 
“ Regulations Section 1.421-6(c) (5). 
"IRC Section 691(c). It is a corollary that the 
come potential does not take a basis equal to 
fair market value at death; IRC Section 1014(c). 
The result may be contrary for a surviving spouse 
who has a vested community property interest; 
see Bromberg, ‘““Taxable Income etc.,”’ 138 Sw. L. J. 
43 at 360-61 (1959). 
Section 1.421-6(e). The specific 
eference is only to options and not to stock sold 
directly but subject to restrictions. In all prob- 
ability the same rule was intended to apply to both 
situations, but prudence suggests using options 
to come within the literal language. 
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Death benefit to  stockholder-officer’s 
widow held gift, not income. Taxpayer's 
husband had been one of the two prin- 
cipal stockholders of a corporation. He 
made an oral “gentlemen’s agreement” 
with the other principal that, if either 
predeceased his wife, the corporation 
would pay the husband’s salary to the 
widow for a year. Upon her husband's 
death taxpayer received $35,000 from 
the corporation under a corporate reso- 
lution stating that the payment was in 
consideration of decedent’s past services. 
The district court held that the corpora- 
tion was not bound by the husband’s 
agreement and the payment was a gift, 
not income, to the widow. This court 
affirms. Allinger, CA-6, 3/3/60. 


*Regulations erred in denying $5,000 
death benefit exclusion to non-forfeit- 
able interests [Old Law] |Non-acquies- 
cence]. Under the 1939 Code $5,000 of 
the total death benefits distributed from 
a pension trust is to be excluded from 
gross income of the recipient. However, 
the Regulations denied the exclusion if 
the deceased employee had a non-forfeit- 
able right to receive such amount prior 
to his death. The court found the Regu- 
lations invalid. Four dissents; one dis- 
senting judge found the Regulation a 
valid test for determining whether or 
benefit true death 
[The 1954 Code specifically denies ex- 


not a is a benefit. 
emption if the employee had an unfor- 
feitable right prior to death.—Ed.| Hess, 
31 TC 165, non-acq., IRB 1960-2. 


Incidental post-retirement death bene- 
fit will not disqualify plan. The Regu- 
lations provide that the primary pur- 
pose of a qualified pension plan is to 
provide retirement benefits but that in- 
cidental death benefits may be provided 
without jeopardizing the qualification 
of a plan. An earlier ruling (56-565) had 
held unqualified a plan which would 
have permitted an employee to elect, 
prior to retirement, to have all or part 
of his interest paid to his beneficiaries 
after his death. The IRS now rules on 
a proposed addition to a qualified plan 
which would give to the beneficiary of 
a retired employee 50% 
base salary as of the year preceding re- 
tirement, the benefit to be not less than 
$2,000 nor more than $15,000. This is 
an incidental death benefit, the IRS 


of one year’s 


New compensation decisions this month 
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says, and will not disqualify the plan. 
Rev. Rul. 60-7. 


Conferences on pension plans will not 
be granted before submission of plan. 
Conferences in District Directors’ offices 
with taxpayers or their representatives 
regarding formation or qualification of 
a pension or similar plan will generally 
not be grated until after formal sub- 
mission of the plan for a determination. 
Rev. Proc. 60-1. 


Plan which reallocates forfeitures to re- 
maining participants fails to qualify. 
The IRS rules that 
trusteed money-purchase pension plan 


an employees’ 


will not qualify; it provides that for- 
feitures arising from termination of em- 
ployment, in an amount not in excess 
of one per cent of the employer's con- 
tributions, shall be reallocated to the ac- 
counts of remaining participants. The 
plan fails to qualify for exemption on 
the grounds that the benefits are not 
definitely determinable since funds from 
forfeitures may be used to provide in- 
creased benefits for the remaining par- 
ticipants. But the plan would qualify if 
amended to (1) eliminate the realloca- 
tion of forfeitures to participants’ ac- 
counts, (2) reduce the rates of employer 
contributions by one per cent, or (3) in- 
crease the credits to participants by one 
per cent in anticipation of forfeitures. 
Rev. Rul. 60-73. 

Factors in determining whether em- 
ployer’s discontinuance of contributions 
results in termination of plan. Rev. Rul. 
57-163 specifies that a qualified profit- 
sharing plan must provide that upon 
discontinuance of employer contribu- 
tions the rights of employees in the 
The 
Service discusses the factors to be con- 


amounts contributed must vest. 
sidered in determining whether a sus- 
pension of contributions constitutes a 
“discontinuance” in the case of a quali- 
fied profit-sharing plan with an inde- 
finite employer contribution formula. 
Provisions are not acceptable in a plan 
which defer the full vesting of partici- 
pant’s accounts, during a period in 
which employer contributions are sus- 
pended, until the aggregate of all em- 
ployer contributions falls below 3% of 
the total compensation paid since in- 
ception of the plan. Rev. Rul. 60-2. 
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The power of Congress to restrict 


state taxation of interstate commerce 


by JEROME R. HELLERSTEIN 


The constitutionality of the new Federal legislation limiting state income taxation 


of interstate business, recently questioned in these columns, is seen by Professor 


Hellerstein as firmly grounded in the leading cases on the Commerce Clause. 


Further, it is his opinion that Congress has the power to compel the states to use 


uniform methods of allocation and apportionment and he sees in the wise exercise 


of this power the best opportunity to create an orderly and equitable system of 


state taxation of interstate business. 


Sun TAX OFFICIALS and commenta- 
tors have raised questions as to the 
constitutionality of recent Federal legis- 
lation restricting the power of the states 
to impose net income taxes on business,! 
result of the 


1959 Supreme Court decisions in Stock- 


which was enacted as a 


ham Valves and Northwestern Portland 
Cement Co.” The argument, as one state 
official put it, is that the Court in those 
cases held that “a tax imposed only on 
net income derived from interstate com- 
merce is not a tax on the commerce nor 
a tax related to the regulation of com- 
merce. Such a tax sets up no barrier to 
the free flow of commerce among the 
states for the tax is not imposed until 
after the commerce has ended. For Con- 
gress to restrict the states’ power to im- 
such a tax, as it has done, 


pose now 


is an unconstitutional invasion of the 
states’ inherent powers.’ 
The 


mentators point out, prohibits the im- 


recent legislation, these com- 
position of a net income tax on income 
derived from a state where the only ac- 
tivities in the state consist of solicitation 
the local salesmen and 
the 


of the order by 


delivery of the goods into state 
across the state line. They argue that 
such activities, at least if regular and 
continuous, would subject the interstate 
business to a state’s direct net income 
tax and that Congress cannot constitu- 
tionally prevent the imposition of such 
a levy. 


I suggest that this position is unten- 


able. In the first place the argument mis- 
conceives the basis for the Supreme 
Court’s decisions in the Stockham Valves 
The 
taxes 
there involved not, as asserted by the 
critics of the recent legislation, because 


and Northwestern Cement cases. 


Court sustained the net income 


interstate commerce was not affected or 
that the taxes were not “related to the 


regulation of commerce,” but because 


“a tax on net income derived from 
interstate commerce” does not impose 
an undue burden on interstate com- 


merce 

The Court in recent cases specifically 
refers to the net income taxed as being 
interstate 
and makes its position unmistakable by 


“derived from commerce,” 
its discussion of the California net in- 
1946 in West 


Publishing Co. v. McColgan,* on which 


come tax sustained in 
it relied. After noting that the earlier 
“the validity of Cali- 
fornia’s tax on the apportioned net in- 
West Publishing Company, 
business was exclusively 


case involved 
come of 
whose inter- 
state.”5 the Court refuses to place that 
case on the “triviality that office space 
was given West's solicitors in exchange 
for the chanceful use of what books 
they may have on hand” as being a local 
that the 


“a purely interstate 


incident subjecting income 


taxed arose from 
operation;’’® and its premise is stated at 
the outset of the opinion in these words: 

“We conclude that net income from 


the interstate operations of a foreign 


corporation may be subjected to state 


taxation... .”7 


The silence of Congress 


‘To understand the foundation for the 
Court’s conclusion requires restatement 
of the broad principles under which 
the accommodation of state and Federal 
powers has been made under the Com- 
merce Clause. In the celebrated case of 
Gibbons v. Ogden,8 Chief Justice Mar- 
shall gave to the grant to Congress of 
the “power to regulate commerce 
among the several states” a sweeping 
and comprehensive meaning whieh em- 
braces “every species of commercial in- 
tercourse”’ between the states.® And the 
Court has held that whenever Congress 
acts in regulating interstate commerce, 
the Con- 
gressional action must yield under the 
granting  su- 
premacy to the acts of Congress within 


state action in conflict with 


constitutional provision 
the powers granted to it.1° 
The great debate which raged during 
the quarter of a century from Gibbons 
Board of War- 
dens11 centered around the question as 


v. Ogden to Cooley v. 


to the extent to which the states may 
regulate commerce in the absence of 
Congressional action. Out of the pro- 
tracted constitutional struggle — which 
affected all aspects of the Commerce 
Clause, not merely taxation—came the 
compromise decision in the Cooley case, 
which has been accepted as the guiding 
Commerce Clause principle ever since. 
The court divided the subjects of state 
action impinging on or affecting inter- 
state commerce into two broad areas— 
subjects national in scope and admitting 
of only uniform, Federal regulation and 
subjects local in character, permitting 
state action until Congress acts to 
occupy the field.12 Subjects national in 
scope are exclusively within the Federal 
power; the states may therefore not act 
at all in the silence of Congress. This 
principle would apply, for example, to 
the regulation of the rates of interstate 
railroads, which is beyond state powers.1* 
On the with 
subjects of a local character not requir- 


other hand, respect to 
ing uniform national legislation, a con- 
current power exists in the absence of 
Congressional action. The states may 
here act until Congress acts in a manner 
which displaces state law. This prin- 
ciple would apply, for example, to state 
police and safety regulations applied to 
both interstate and intrastate railroads." 
While there has been a never-ending 
stream of cases seeking to draw the line 
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the exclusive and the concur- 
rent powers, the basic rationale of the 
Commerce Clause remains essentially as 
defined in the Cooley case.15 


between 


Undue burden 


\s applied to the state taxing powers, 
the Supreme Court early concluded that 
a state tax which “unduly burdens” in- 
terstate commerce “discrim- 
inates against interstate commerce” is 
invalid, but that taxes which do not so 


or which 


burden or discriminate against the 


commerce are valid, in the absence of 
Congressional action.16 And the history 
of the Supreme Court is replete with the 
conflicts and differing views of how to 
determine ‘“‘undue burden,” depending 
essentially on the judge’s view of the 
competing interests and needs of the 
states and the national economy. These 
range from (a) the view once held by a 
firm majority of the Court and now 
championed by Mr. Justice Frankfurter 
that “direct” taxation of interstate com- 
merce burdens the commerce, that inter- 
state commerce itself may not be taxed 
at all, and that there is an area of trade 
free of state taxation for the commerce, 
to (b) the Stone-Rutledge multiple 
taxation doctrine that only discrimina- 
tory taxes or those which subject inter- 
state commerce to a risk of multiple 
taxation not borne by local commerce 
impose the proscribed undue burden on 
interstate businesses, and finally (c) to 
the view held by Mr. Justice Black that 
only taxes that discriminate against in- 
terstate commerce may be invalidated.17 


Pub. L. 86-272, 73 Stat. 555 (1959). For a con- 
sideration of the judicial and legislative back- 
ground of the legislation and the problems pre- 
ented by the act, see Hartman, “State Taxation 
of Corporate Income from a Multistate Business,” 

Vand.L.Rev. 21 (1959); Kust, “State Taxation 

Interstate Income; New Developments of an 
Old Problem,” 11 Tax Executive 45 (1959). 
States Portland Cement Co. v. 
Minnesota and Williams v. Stockham Valves & 
Fittings, Inc., 358 U.S. 450 (1959). See also ET & 
WNC Transp. Co. v. Currie, 358 U.S. 28 (1959). 

Cox, “‘Federal Limit on State Taxes is Unfair to 
Consuming States and to Local Firms,” 11 JTAX 

1, 356 (1959). Mr. Fred Cox, of the Georgia 
Department of Revenue, has been one of the most 
vigorous defenders of the power of the states to 

x net income of interstate businesses. The Jour- 

of Taxation has also reported: ‘The Louis- 
of Revenue, Robert L. Roland, 
hinks the new Federal limit on state taxation of 
ncome from interstate business is unconstitution- 
al. He told a meeting of The Tax Executives In- 
titute that he intended to raise the constitutional 
sue just as soon as the proper case comes along.” 
JTAX 357 (1959). 

28 U.S. 450 (1946). 

Idem, p. 460. 

Idem, p. 461. 

58 U.S. at p. 452. 

) Wheat. 1 (1824). 

9 Wheat. at p. 193-194. 


Northwestern 


na Collector 


Whichever view is taken, the significant 
point for our purposes is that all the 
Justices recognize that within some 
limits interstate commerce may be taxed, 
that it must bear its “fair share” of the 
State tax burden and that the issue 
is not whether interstate commerce is 
being done, but whether the nature of 
the tax imposed on interstate business is 
one which meets the Justice’s concep- 
tion of undue burden, where Congress 
has not acted.18 

The major premise of the position of 
the critics of the new legislation is thus 
repudiated by the entire history of the 
Commerce Clause, namely, that because 
the Court held in the recent cases that 
the states may tax an activity or income, 
it follows that the subject matter is 
purely intrastate in character and there- 
fore beyond the Congressional reach. In- 
stead, the cases hold that by whatever 
standard the particular majority of the 
Court may define “undue burden, 
although interstate commerce is in- 
volved, the states may nevertheless tax— 
until Congress acts—because the burden 
is indirect, remote, or for other reasons 
not an undue one. When Congress acts, 
the entire 


” 


and 


constitutional problem 


changes and acts permissible to the 
states during the period of Congres- 
sional inaction become invalid if in con- 
flict with the Congressional action or 
inconsistent with the occupation of the 
field of regulation by that body.19 
Since we are dealing in PL 86-272 
with businesses which solicit orders in 
the taxing state, accept them in a for- 


10 See Notes 12 to 16, infra. 

1112 How. 298 (1851). 

12See Frankfurter, The Commerce Clause 55-59 
(1937); Bikle, “The Silence of Congress,” 41 
Harv.L.Rev. 200 (1927); Stern, “The Commerce 
Clause and the National Economy,” 59 Harv.L. 
Rev. 645, 883 (1945-46). 

18 Wabash St. L. & Pacific Ry. Co. v. Illinois, 118 
U.S. 557 (1886). 

14 Smith v. Alabama, 124 U.S. 465 (1888). 

15 See Note 12, supra. 

16 See International Harvester Co. v. Department 
of Treasury, 322 U.S. 340, 358 (1944). For an ex- 
tensive review of the cases, see Hartman, State 
Tazation of Interstate Commerce (1953). 

17 For studies tracing the varying positions of the 
Court and its members, see Hartman, op. cit. 
Note 16, Hellerstein, “State Franchise 
Taxation of Interstate Business,” 4 Tax L. R. 95 
(1948); Hellerstein, “Recent Developments in 
Commerce Clause Limitation on State Taxation,” 
10 Tax Executive 117 (1958). 

18 See Notes 12 and 17, supra. 

18 See Note 12, supra. 

20 Congress has acted to extend state power over 
interstate commerce. Thus, whereas in the absence 
of Congressional action a state could not, because 
of the Commerce Clause, prohibit the transporta- 
tion of liquor into the state from a sister state 
(Leisy v. Hardin, 135 U.S. 100 [1889]), Congress 
has the power to authorize such prohibition by 
the state; the Wilson Act, which removed the 


supra; 
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firm of Hellerstein, Rosier & Brudney.] 





eign state and fill the orders by ship- 
ment across state lines into the taxing 
state, it is indisputable that interstate 
commerce is involved. Consequently, the 
power of Congress in such circumstances 
to prohibit, extend?° or restrict state in- 
come taxation of such businesses appears 
to me to be beyond question.?! 


Extent of Federal power 


The more teasing question is how 
much further Congress may go in limit- 
state taxation of 
than the limited 
minimum-nexus restriction of the 


ing or regulating 


interstate businesses 


new 
statute. That statute itself poses the 
question, for it instructs the appropriate 
Congressional committees to “make full 
and complete studies of all matters per- 
taining to the taxation by the States of 
incceme derived from within the States 
from the conduct of business activities 


which are in furtherance of interstate 


commerce or which are a part of the in- 
terstate commerce, for the purpose of 
recommending to the Congress proposed 
legislation to be observed by the states 
in imposing income taxes on income so 


derived.”22 It has long been urged that 


the only effective and practicable solu- 
tion to the difficult problem of state 


Commerce Clause barrier to such state action, 
was valid. (In re Rahrer, 140 U.S. 545 [1891]); 
see, also, Clark Distilling Co. v. Western Md. Ry. 
Co., 242 U.S. 311 [1917]). In International Shoe 
Co. v. Washington, 326 U.S. 310 (1945), the Su- 
preme Court upheld a state unemployment insur- 
ance tax against an interstate business. Congress 
had lifted the Commerce Clause ban to state un- 
employment insurance taxes by providing that 
the employer is not to be relieved from compli- 
ance therewith on the ground that he is engaged 
in interstate commerce. 49 Stat. 642, 26 U.S.C. 
Sec. 1606(a) (1935). In upholding the tax, Chief 
Justice Stone declared: “It is no longer debatable 
that Congress, in the exercise of the commerce 
power, may authorize the states, in specific ways, 
to regulate interstate commerce or impose bur- 
dens upon it.”’ 326 U.S. at 315. 

See, also, the Court’s action in sustaining Fed- 
eral legislation enacted to remove any doubt as to 
the power of the states to tax national insurance 
companies. Prudential Insurance Co. v. Benjamin, 
328 U.S. 408 (1946) sustaining the McCarran- 
Ferguson Act, 59 Stat. 33, 15 U.S.C. See. 1011 
(1945); see Hartman, State Taxation of Inter- 
state Commerce, 247, 257 (1953). For a recent 
brief discussion of the Congressional power, see 
Hartman, “State Taxation of Corporate Income 
from a Multistate Business,” 13 Van.L.Rev. 21 
(1959). 

21 See Notes 12-16, supra. 
22 Sec. 201, Pub. Law 86-272, Note 1, supra. 
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income of interstate busi- 
nesses lies in Congressional action.?3 It 
has been suggested that Congress either 
itself enact, or establish a Commission 
on Interstate Apportionment and Allo- 
cation which will promulgate, a uni- 
form apportionment formula and allo- 
cation method which all states or locali- 
ties imposing taxes on or measured by 
net income will be required to adopt as 


taxation of 


a condition to imposing the tax on 
businesses carrying on interstate com- 
merce.24 If such a statute is recom- 
mended the Congressional 


mittees and is enacted, will it be valid? 


by com- 

In dealing with corporations or busi- 
nesses of the character protected from 
State taxation by the 1959 Congressional 
statute, the answer seems to me to be 
the 
Congressional power under the authori- 


clear—the statute would be within 


ties already discussed. But if such a 
Statute is to accomplish its purpose, the 
compass must be far broader in scope. 
Thus, a_ corporation 
A and selling them in 


various states could by state law be sub- 


manufacturing 
goods in State 


jected to a state tax on the privilege of 
manufacturing, measured by its net de- 
rived from the manufacturing opera- 
tions.25 The manufacturing process is 
concededly a local activity and the state 
may make this local activity the subject 
of tax.26 In the absence of Congressional 
action, under the authorities, the manu- 
facturing is deemed to be a sufficiently 
local activity and the tax on an activity 
sufficiently removed from the interstate 
aspects of the business to warrant state 


23 See Hearings Before Select Committee on Small 
Business of United States Senate (86th Cong. Ist 
Sess., April, May, 1959), “State Taxation of In- 
and S. Rep. No. 453, ibid. 
Hearings Before Committee on Finance of 
United States Senate, “State Taxation of Inter- 
state Commerce,” (86th Cong. Ist Sess.) S. J. 
Res. 113, S. 2213 and S. 2281 (July 1959) and 
S. Rep. No. 658. For arguments in support of this 
view, see Hellerstein and Hennefeld, “State Taxa- 
in A National Economy,” 54 Harv.L.Rev. 
(1941); Hartman, loc. cit. Notes 1 and 16, 
Dowling, “Introduction—State Taxation 
of Multistate Business,” 18 Ohio St.L.J. 3 (1957); 
Braden, “Cutting the Gordian Knot of Interstate 
Taxation,” 18 Ohio St.L.J. 57 (1957). 

** For an elaboration of the proposal, see Heller- 
stein and Hennefeld, Note 23, supra. In the Darby 
Note 27, the Court said: “In such 
legislation Congress has sometimes left it to the 
courts to determine whether the intrastate activi- 
ties have the prohibited effect on the commerce, 
as in the Sherman Act. It has sometimes left it to 
an administrative board or agency to determine 
whether the activities sought to be regulated or 
prohibited have such effect, as in the case of the 
Interstate Commerce Act, and the National Labor 
Relations Act, or whether they come within the 
statutory definition of the prohibited Act, as in 
the Federal Trade Commission Act. And some- 
times Congress itself has said that a particular 


terstate Commerce,” 
8-9; 


tion 
136 


supra; 


case, infra, 


May 1960 


taxation. Nevertheless, Congress has, I 
suggest, ample power under the Com- 
merce Clause to forbid the states to tax 
the activity and business in question un- 
less the state adopts the Federally pre- 
scribed uniform formula. 

The issue of whether manufacturing 
which results in a flow of goods in inter- 
state commerce is subject to Congres- 
sional regulation was fought out and 
sustained to Congress under the cases 
arising under the National Labor Re- 
lations Act, the Wage and Hour Act, 
and other legislation enacted during the 
Roosevelt administration.?7 As stated by 
the Court in one of these cases: 

“Once an economic measure of the 
reach of the power granted to Congress 
in the Commerce Clause is accepted, 
questions of Federal power cannot be 
decided simply by finding the activity in 
question to be ‘production,’ nor can con- 
sideration of its economic effects be fore- 
closed by calling them ‘indirect’... . But 
even if appellant’s activity be local and 
though it may not be regarded as com- 
merce, it may still, whatever its nature, 
be reached by Congress if it exerts a sub- 


stantial economic effect on interstate 
commerce. . . 28 
Under the decisions, the Congres- 


sional power to regulate labor relations 
of production workers in steel plants in 
Pennsylvania,2® and to impose mini- 
mum wages and require overtime pay 
for work in excess of a forty- or forty- 
two-hour week for laborers in a Georgia 
saw mill30 and building employees op- 
erating a New York building tenanted 


activity affects the commerce, as it did in the 
present Act, the Safety Appliance Act and the 
Railway Labor Act. In passing on the validity of 
legislation of the class last mentioned the only 
function of courts is to determine whether the 
particular activity regulated or prohibited is with- 
in the reach of the federal power.”” (312 U.S. at p. 
120.) 

2% American Manufacturing Co. v. St. Louis, 250 
U.S. 459 (1919). 

26 Tbid. 
* National Labor Relations Board v. Jones & 
Laughlin Steel Corp., 301 U.S. 1 (1937); United 
States v. Darby, 312 U.S. 100 (1941): Wickard v. 
Filburn, 317 U.S. 111 (1942). For a comprehen- 
sive consideration of the problem see the notable 
review by Stern in “The Commerce Clause and 
the National Economy,” 59 Harv.L.Rev. 645, 883 
(1945-1946). 

8 Wickard v. Filburn, Note 27, supra, at p. 124- 
125. 

2 National Labor Relations Board v. 
Laughlin Steel Corp., Note 27, supra. 
80 United States v. Darby, Note 27, supra. 

31 A. B. Kirschbaum Co. v. Walling, 316 U.S. 517 
(1942). 

®2 The traditional statement of the scope of Con- 
gressional power over commerce is as follows, as 
stated by the Supreme Court in U. S. v. Darby, 
Note 27, supra: “The power of Congress over in- 
terstate commerce is not confined to the regula- 


Jones & 





by manufacturers of goods destined for 
shipment in interstate commerce?!—all 
were held within the Congressional 
power to regulate commerce.3? Congress 
may regulate intrastate rates of inter- 
state carriers where the effect of the rates 
is to burden interstate commerce.®? It 
may compel the adoption of safety ap- 
pliances on rolling stock moving intra- 
state because of the relation to and 
effect of such appliances upon interstate 
traffic moving over the same railroad.*4 
And it may prescribe maximum hours 
for employees engaged in intrastate ac- 
tivity connected with the movement of 
any train, such as train dispatchers and 
telegraphers.35 

The rationale back of the Congres- 
sional power to regulate intrastate ac- 
tivities which affect interstate commerce 
was: stated in the Shreveport case in 
which the Court upheld the power 
granted to the Interstate Commerce 
Commission to fix intrastate railroad 
rates of interstate roads.36 The Commis- 
sion had found that the lower rates 
charged from points within Texas to 
other Texas points gave cities within 
that state preferential trade advantages 
over Shreveport in the neighboring state 
of Louisiana, which effected an unlaw- 
ful discrimination against Shreveport. 
In sustaining the Commission’s order, 
the Court said: 

“It is unnecessary to repeat what has 
frequently been said by this court with 
respect to the complete and paramount 
character of the power confided to Con- 
gress to regulate commerce among the 


tion of commerce among the states. It extends to 
those activities intrastate which so affect inter- 
state commerce or the exercise of the power of 
Congress over it as to make regulation of them 
appropriate means to the attainment of a legiti- 
mate end, the exercise of the granted power of 
congress to regulate interstate commerce.” (312 
U.S. at p. 118) 

88 Houston, E. & W. Texas Ry. Co. v. United 
States, 234 U.S. 342 (1914); Railroad Commission 
of Wisconsin v. Chicago, B. & Q. R. Co., 257 US. 
568 (1922); United States v. Louisiana, 290 US. 
70, 74 (1933); Florida v. United States, 292 U.S. 
1 (1934). 

% Southern Railway Co. v. United States, 222 US. 
20 (1911). 

% Baltimore & Ohio R. R. v. Interstate Commerce 
Commission, 221 U.S. 612 (1911). 

*6 Houston, E. & W. Texas Ry. Co. v. 
States, Note 33, supra. 

% Ibid., 234 U.S. at pp. 350-352. 

88 See the discussions of these matters in the Hear- 
ings before the Senate Select Committee on Small 
Business and the Senate Finance Committee, Note 
23, supra. 

8° See Note 38, supra. 

40In the Stockham Valves and ?!orthwestern 


United 


Portland Cement cases, Mr. Justice Frankfurter, 
dissenting, said: “Congress alone can provide for 
a full and thorough canvassing of the multitud- 
inous and intricate factors which compose the 
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several States. It is of the essence of this 
power that, where it exists, it dominates. 

By virtue of the comprehensive 
terms of the grant, the authority of 
Congress is at all times adequate to meet 
the varying exigencies that arise and to 
protect the national interest by secur- 
ing the freedom of interstate commercial 
intercourse from local control. . . . As 
it is competent for Congress to legis- 
late to these ends, unquestionably it 
may seek their attainment by requiring 
that the agencies of interstate commerce 
shall not be used in such manner as to 
cripple, retard or destroy it. The fact 
that carriers are instruments of intra- 
state commerce, as well as of interstate 
commerce, does not derogate from the 
complete and paramount authority of 
Congress over the latter or preclude the 
Federal power from being exerted to 
prevent the intrastate operations of such 
carriers from being made a means of 
injury to that which has been confided 
to Federal care. Wherever the interstate 
intrastate of carriers 
are so related that the government of 


the one involves the 


and transactions 


control of the 
other, it is Congress, and not the State, 
that is entitled to prescribe the final and 
dominant rule, for otherwise Congress 
would be denied the exercise of its con- 
stitutional authority and the State, and 
not the Nation, would be supreme with- 
in the national field.’’37 


Federal allocation formulas? 
rhis review of the cases demonstrates 
that Congress has ample power in deal- 


problem of the taxing freedom of the States and 
the needed limits on such state taxing power.” 
1568 U.S. at p. 476. 

In McCarroll v. Dixie Greyhound Lines, Inc., 
09 U.S. 176 (1940), Justices Black, Frankfurter 
and Douglas, dissenting, said: “Judicial control 
national commerce—unlike legislative regula- 
tions—must from inherent limitations of judicial 
treat the subject by the hit and miss 
method of deciding single local controversies upon 
evidence and information limited by the narrow 
rules of litigation.” (p. 188-189) 

“For many years the National Tax Association 
has fostered the adoption of uniform legislation 
nd it has been largely responsible for the wide- 
ead use of the 3 factor Massachusetts formula. 
In 1921 a committee of the National Tax Asso- 
tiation prepared a Model Bill Providing for Uni- 
form Apportionment of Business Net Income. 6 
Bull. Nat. Tax Ass’n 113, 117 (1921). In 1939 the 
ise of the 3 factor Massachusetts formula was 
recommended by an NTA Committee. 1939 Procs. 
NTA 190, 195. The NTA has continued to refine 

model 3 factor formula and to press for its 
adoption by the states. See 1950 Procs. NTA, 
‘Second Preliminary Report of the Committee on 
Tax Situs and Allocation’”’ 349; 1958 Procs. NTA, 
‘Interim Report of Committee on Interstate Al- 
location of Business Income” 339. Although 23 
states have adopted the broad 3 factor formula, 





¢ 


process 





ing with businesses that are engaged in 
interstate commerce through the sale 
and shipment of goods across state lines 
to require the states, as a condition of 
taxing net income derived from within 
their borders irrespective of the local or 
intrastate character of the activity which 
is made the subject of tax—to conform 
to Federally established apportionment 
formulas and allocation methods. Cer- 
tainly, the history of the taxation of 
interstate businesses—the arbitrary and 
capricious results both to interstate and 
local businesses of varying state appor- 
tionment methods,38 the costs of com- 
pliance with the varying formulas of the 
states,39 and indeed, the recognition by 
the Supreme Court itself of the need 
for Congressional action to achieve an 
equitable accommodation of the in- 
terests of the states and of interstate and 
local businesses#°—amply attests the 
need for uniform national action. While 
a great deal of scholarly work has been 
done in an attempt to achieve the re- 
quisite uniformity of apportionment 
and allocation through voluntary state 
action, the results of several decades of 
effort have been painfully slow.4! The 
conflicting economic interests of the 
states, the political pressures which affect 
state legislation and administrative ac- 
tion, and the difficulty of generating 
public interest in technical problems 
underlie the inability of the states on 
their own to achieve uniformity. 
Indeed, Congress and Congress alone, 
with the broad flexibility of its powers 


over commerce, can deal with the 


variations among the states are so great, parti- 
cularly in respect of the sales factor, as to destroy 
any substantial uniformity. See Kust, loc. cit. 
Note 1, supra, at p. 61; Kassell, “Effect of Lack 
of Uniformity in Income Taxes,” 1949 Procs. 
NTA 174. Professor Hartman, whose recent com- 
prehensive study of state allocation methods is 
valuable and illuminating, reports that states us- 
ing corporate net income as a measure of tax em- 
ploy “eleven different formulas, which are com- 
posed of a combination of eight different factors.” 
See Hartman, loc. cit. Note 1, supra, at p. 65. 
The National Conference of Commissioners on 
Uniform State Laws has prepared a Model Uni- 
form Division of Income for Tax Purposes Act, 
which has thus far been adopted only by Alaska. 
For analyses of the model act, see Pierce, ““The 
Uniform Division of Income for State Tax Pur- 
poses,” 35 Taxes 747 (1957); Wilkie, “Uniform 
Division of Income for Tax Purposes,” 37 Taxes 
65 (1959). 
42 The Stockham Valves and Northwestern Port- 
land Cement cases preserve the widely criticized 
distinction between franchise or other excises on 
doing business measured by net income and direct 
net income taxes. See Kust, loc. cit. Note 1, supra, 
at pp. 50-51; Hellerstein, “State Franchise Taxa- 
tion of Interstate Businesses,” 4 Tax. L. Rev. 75 
(1948). 
4 This assumption is of course open to debate. 
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complicated and delicate problems pre- 
sented. It can obliterate the uneconomic 
distinctions drawn by the courts vis-a-vis 
State taxation between taxes on the do- 
ing of an exclusively interstate business 
measured by net income and direct net 
income taxes.42 Assuming as I do that 
regular and continuous exploitation of 
a local market through any one of these 
media affords a sufficient due-process 
connection for state taxation,43 Con- 
gress can authorize, as policy may dic- 
tate, state taxation of businesses sending 
only salesmen into the state, or of in- 
come derived from the state through 
mail order, newspaper or radio or tele- 
vision advertising. It can limit taxation 
of interstate businesses to those conduct- 


ing a minimum dollar volume in the 
State. 


Action possible by Congress 


Congress can require use of a single, 
uniform allocation schedule by all the 
States taxing interstate businesses in 
order to simplify and reduce the costs 
of compliance and administration. It 
can change apportionment formulas and 
allocation methods as experience dis- 
closes the need for change. These 
the Constitution has 
vested in our central government, ought 
at long last to be exercised if we are to 
achieve anything approaching a rational 
and equitable accommodation of the 
conflicting needs of the national econ- 
omy, the fiscal requirements of the states 
and the 


powers, which 


competing interests of na- 


tional and local businesses. w 


Cf. General Trading Co. v. State Tax Commission, 
322 U.S. 335 (1944); Miller Bros. Co. v. Maryland, 
347 U.S. 340 (1954). This conclusion is strength- 
ened by the Court’s decision at the present term 
holding that Florida may constitutionally impose 
the duty of collecting use taxes on an out-of-state 
vendor selling through independent contractors. 
Scripto, Inc. v. Carson, — U.S. — (March 21, 
1960). However, there are cases suggesting that 
the due process nexus of a state with the trans- 
actions to be taxed need not be of the character 
that lawyers are accustomed to in dealing with 
Commerce Clause conceptions such as “doing 
business,” “maintenance of office,” etc. See In- 
ternational Shoe Co. v. Washington, 326 U.S. 310 
(1945); Hartman, loc. cit. Note 1, supra. More- 
over, the regular and continuous exploitation 
of the local market through sales and deliveries 
to local customers by means of radio, television 
and newspaper would appear to afford more sub- 
stantial “‘benefits’”’ and “protection” to the inter- 
state vendor than the apparently slight connec- 
tions with the state found by the Supreme Court, 
in the property and death tax cases, to be suffi- 
cient to support the state’s power of taxation 
under the Due Process clause. Cf. Greenough v. 
Tax Assessors of City of Newport, 331 U.S. 486 
(1947); State Tax Commission v. Aldrich, 316 
U.S. 174 (1942); see Curry v. McCanless, 307 
U.S. 357 (1959). 
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Supreme Court says Scripto must collect 


Florida use tax; brokers there its agents 


ie ANOTHER DECISION strengthening the 
power of the states to tap interstate 
business for tax revenues, the Supreme 
Court has upheld (March 21, 1960) the 
power of Florida to require an out-of- 
state corporation to collect the Florida 
Florida residents. 
This case involved Scripto, a Georgia 


use tax on sales to 
corporation, which sold mechanical pens 
and pencils for use as giveaways in ad- 
vertising campaigns, through commis- 
sion agents to whom different parts of 
the state had been assigned as territory. 
Scripto termed these brokers or whole- 
and 
argued that it had no employees, goods 


salers “independent contractors” 
or place of business in Florida and so 
could not be forced to collect the Florida 
use tax from the Florida businesses who 
bought the pens and pencils to give 
away. The Florida courts upheld the 
imposition and the Supreme Court now 
agrees. 

Sales taxes are important revenue pro- 
ducers for states and a companion use 
tax is necessary to prevent widespread 
evasion by a resident making all sizeable 
the state. And, of 
course, that use tax will fail in its func- 


purchases out of 


tion as protector of the sales tax revenue 
unless out-of-state sellers can be forced 
to withhold it. The Florida statute, in- 
cidentally, as the Supreme Court noted, 
compensates the withholder of the use 
tax for this service. It is, however, a bur- 
den on the seller and there has been 
considerable litigation by sellers seeking 
to avoid it on the ground that putting 
such a requirement on them is an undue 
interstate and a 


burden on commerce 


denial of due process of law. 


General Trading and Miller Bros. 


The two leading Supreme Court cases 
in the field are General Trading (322 
U.S. 335) and Miller Bros. (347 U.S. 
340). General Trading was required to 
withhold use tax even though it was an 
out-of-state firm; Miller Bros. escaped 
this burden. 

In General Trading, the out-of-state 
merchant the taxing state 
through traveling sales agents to con- 
duct local solitication fol- 
lowed by delivery of ordered goods to 
the customers, the only nonlocal phase 
of the sale being acceptance of the 
order. The Supreme Court agreed ~that 


entered 


continuous 


the state could properly regard such 
activity as competition with local mer- 
chants and require withholding of the 
use tax. 

In Miller Bros. the state of Maryland 
tried to force a Delaware department 
store to withhold use tax on sales to 
Maryland residents. The store accepted 
no mail or telephone orders; sales were 
made only in the store. It did however 
make deliveries in Maryland. Indeed, 
Maryland had seized delivery trucks 
there in trying to collect its assessment. 
Noting that Maryland could not im- 
pose a sales tax on these purchases (Mc- 
Leod v. Dilworth, 322 U.S. 327) the 
Court found no ground for upholding 
the use-tax collection requirement. 
“Here was no invasion or exploitation 
of the consumer market in Maryland. 
On the these sales resulted 
from purchasers traveling from Mary- 
land to Delaware to exploit its less tax- 
burdened market. ‘That these inhabi- 
tants incurred a liability for the use tax 
when they used, stored or consumed the 
goods in Maryland, no one doubts. But 
the burden of collecting or paying their 
tax cannot be shifted to a foreign mer- 
chant in the absence of some jurisdic- 
tional basis not present here.” 


contrary, 


Facts in Scripto 

With 
Bros. 
which 


General Trading and Miller 
forth the principle by 
Court tests the 
validity of a use-tax collection burden 
on out-of-state firms, the Court found 
the facts in Scripto more like those in 
General Trading than in Miller Bros. 
and so sustained the tax. 

Scripto did not have a place of busi- 
ness in Florida nor did it have any regu- 
lar employees or agents there connected 
with the sales in question, although it 
employed one salesman for the other 
products in the state. It had no bank 
accounts or inventory in Florida. Orders 


setting 


the Supreme 


for its mechanical writing instru- 
ments were solicited by advertising 
specialty brokers (the Florida court 


called them wholesalers or jobbers) resi- 
dent in Florida. There were ten of 
them, each having a specific territory. 
Their contracts provided that they 
would be paid a commission on sales 
and said that the intention was to create 
the relationship of independent con- 


tractors. The salesmen carried samples 
and advertising matter and sent all 
orders to Atlanta for acceptance. 

The Florida courts held that under 
Florida statute Scripto was a dealer and 
required to withhold use tax, or, if it 
failed to do so, to pay it itself. At issue 
here was an assessment of about $5,000, 
the tax at 3% for about four years, in- 
dicating sales of about $40,000 a year. 


Supreme Court reasoning 

Quoting from its Miller Bros. opinion 
that there must be “some definite link, 
some minimum connection, between a 
state and the person, property or trans- 
action it seeks to tax,” the Court found 
sufficient nexus to require Scripto to 
withhold. “First,” it said, “the tax is 
a nondiscriminatory exaction levied for 
the use and enjoyment of property 
which has been purchased by Florida 
residents and which has actually entered 
into and become a part of the mass of 
property in that state. The burden of 
the tax is placed on the ultimate pur- 
chaser in Florida and it is he who enjoys 
the use of the property, regardless of its 
source. We note that the appellant 
[Scripto] is charged with no tax—save 
when, as here, he fails or refuses to col- 
lect it from the Florida customer. 

“Next, as Florida points out, appel- 
lant 10 wholesalers, jobbers, or 
‘salesmen’ conducting continuous local 
solicitation in Florida and forwarding 
the resulting orders from that State to 
Atlanta for shipment of the ordered 
goods. The only incidence of this sales 
that is the ac- 
ceptance of the order. True, the ‘sales- 
men’ are not regular employees of ap- 
pellant devoting full time to its service, 
but we conclude that such a fine distinc- 
tion is without constitutional signifi- 
cance. The formal shift in the contrac- 
tual tagging of the salesman as ‘inde- 
pendent’ neither results in changing his 
local function of solicitation nor bears 
upon the effectiveness of local solicita- 
tion in securing a substantial flow of 
goods into Florida. This is evidenced 
by the amount assessed against appellant 


has 


transaction is nonlocal 


on the statute’s 3% basis over a period 
of but four years. To permit such for- 
mal ‘contractual shifts’ to make a con- 
stitutional difference would open the 
gates to a stampede of tax avoidance. 
See Thomas Reed Powell, ‘Sales and 
Use Taxes: Collection from Absentee 
Venders,’ 57 Harv. L. Rev. 1086, 1090. 


“Moreover, we cannot see, from 2 


constitutional standpoint, that it was 
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important that the agent worked for sev- 
eral principals.” Chief Judge Learned 
Hand, in Bronze v. Nardis Sportswear, 
(165 F.2d 33, 36). “The test is simply the 
nature and extent of the activities ... 
in Florida. In short, we conclude that 
this case is controlled by General Trad- 


ng 


“Nor do we believe that Florida’s 
requirement that appellant be its tax 
collector on such orders from its resi- 
the situation. As was 
pointed out in General Trading Co., 
this is ‘a familiar and sanctioned de- 
Moreover, we that Florida 
reimburses appellant for its service in 


dents changes 


vice.’ note 


this regard.” 


Miller Bros. distinguished 


Scripto had argued that the rule of 
the Miller Bros. it from 
the collection requirement. The court 
disagreed, that ‘Miller 
had no solicitors in Maryland; there was 
no ‘exploitation of the consumer mar- 
ket,’ no regular, systematic displaying of 
its products by catalogs, samples or the 


case released 


pointing out 


like. But, on the contrary, the goods on 
which Maryland sought to force Miller 
to collect its tax were sold to residents 
of Maryland when personally present at 
Miller’s store in Delaware. True, there 
was an ‘occasional’ delivery of such pur- 
chases by Miller into Maryland, and it 
did occasionally mail notices of special 


sales to former customers; but Mary- 
landers went to Delaware to make pur- 
chases—Miller did not go to Maryland 
for sales. Moreover, it was impossible for 
Miller to determine that a cash sale of 
goods made to a customer over the coun- 
Delaware was to be 
used and enjoyed in Maryland. This led 
Court to conclude that Miller would 
be made ‘more vulnerable to liability 


ter at its store in 


r another's tax than to a tax on it- 
self.’ ”’ 
Thus, the that 


“minimum connections” not present 


opinion concludes 
in Miller Bros. were present in Scripto, 
and sustains the collection requirement. 

Justice Whittaker filed a one-sentence 
dissent. “Believing that Florida’s action 
denies . . . due process of law and also 
burdens interstate commerce as 
held in Miller Bros. . . 

Dilworth Co. 
views expressed in Northwestern Cement 
Co. (358 U.S. 450)” he said he would 
reverse the Florida court. 


directly 
. and in McLeod 
and adhering to 


States act 


The states are already reported to 


be planning to increase-efforts to force 
out-of-state sellers to withhold use tax. 
For example, book and record clubs, 
which sales- and use-tax states have 
long been threatening, may expect that 
the states will press forward for adjudi- 
cation of their right to force collection 
of the use tax when their wares are sent 
into the state. Pennsylvania had an- 
nounced early this year that it was as- 
signing special auditors to examine the 


st . 
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books of such clubs sending goods into 
Pennsylvania. Following the Scripto de- 
cision, other states made similar an- 
nouncements. As these state revenue offi- 
cials see it, they now have the legal right 
to require withholding whenever the 
seller actively exploits the market in 
their state; they concede, however, that 
the practical problems in enforcing com- 
plete compliance with their laws will be 
considerable. we 


New state & local decisions 





Pennsylvania income tax on interstate 
trucker upheld. Taxpayer, a foreign cor- 
poration not admitted to do business in 
Pennsylvania, confined its in-state ac- 
tivities to the solicitation, pickup, de- 
livery, and handling of freight which it 
transported solely in interstate com- 
merce. The corporation owned no real 
property in Pennsylvania, but several of 
its vehicles were regularly and continu- 
ously in the state. In addition, taxpayer 
leased freight terminals and employed 
more than 150 individuals within the 
Taxpayer contested the jurisdic- 
tion of Pennsylvania to subject it to 
the Corporation Income Tax Law of 
1951, as well as the constitutionality of 
the formula by which its income was 
apportioned. 


state. 


Characterizing the levy as “a prop- 
erty tax on the net income derived from 
local activities” of foreign corporations 
engaged in interstate commerce only, 
the court upholds its imposition under 
the authority of the Northwestern States 
Portland Cement Company and Stock- 
ham Valves & Fittings, Inc., decisions. 
The formula—tangible 
property, payrolls, and gross receipts— 
as applied to the carriers was ruled not 
to effect a burden upon, or discrimina- 
tion against interstate commerce nor to 
result in the multiple taxation thereof. 
The court distinguished its contrary de- 
cisions in Roy Stone Transfer Corp. v. 
Messner (377 Pa. 234) and Common- 
wealth v. Eastman Kodak Co. (385 Pa. 
607) on the basis of their facts. Interest- 
ingly enough, the court had expressly 
held the instant tax to be an “excise” 
in Eastman, and reached the same re- 
sult by implication in the Roy Stone 
Transfer case. Eastern Motor Express, 
Inc., Sp. Ct. Pa., 12/30/59. Similarly, 
Riss & Company, Sp. Ct. Pa., 12/30/59. 


apportionment 


Alabama follows tax benefit theory. The 
Alabama income tax statute does not 


contain any provision dealing with tax 
benefits. However, the court considers 
the nature of taxable income and con- 
cludes that a refund of a federal tax the 
payment of which resulted in no tax 
benefit because taxpayer showed a loss 
on his state return for that year, is not 
income. Edelman, Sp. Ct., Alabama, 8/ 
20/59. 


Housing project is exempt from tax on 
rentals. The court finds the Florida 3% 
tax on rentals to be a tax on the land- 
lord. Since taxpayer is a public housing 
project, specifically exempt by statute 
from all taxes, the court concludes the 
rental not applicable to it. 
Panama City Housing Authority, Sp. Ct. 
Fla., 11/13/59 


tax is 


Sales of imports in original packages 
are immune from tax. Taxpayer made 
retail sales in Illinois of presses it had 
imported from Europe. When sold, the 
presses were in original packages in 
which imported. contested 
Illinois retailers’ occupation tax assess- 
ment on the ground that its sales were 
immune from state taxation under the 
“export-import clause” of the Federal 
Constitution. The court agrees, citing 
Richfield Oil Corp. (329 U.S. 69) as au- 
thority for its holding that the sale, and 
gross receipts therefrom, constitutionally 
were The court distin- 
guishes Youngstown Sheet & Tube Co. 
(328 U.S. 534) which sustained the tax- 
ability of goods imported for use by the 


Taxpayer 


nontaxable. 


importer, as having no application to 
goods imported for sale in the form and 
original in which imported. 
Miehle Printing Press & Mfg. Co., Sp. 
Ct. Ill., 1/22/60. 


package 


Florida transfer tax applies to shares re- 
cewed (not smaller number surrend- 
ered) in reorganization. As part of a 
reorganization, a parent corporation sur- 
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rendered the total outstanding 104 
shares in its subsidiary. The subsidiary 
issued 104,000 shares to the stockholders 
of the parent. At issue is whether the 
ten-cents-a-share tax applies to the 104 
shares or to the 104,000. Noting that the 
problem might have been avoided had 
the subsidiary transferred the original 
104 shares to the stockholders and had 
them arrange for a split-up later, the 
court finds the tax applies to the trans- 
fer of the right to receive 104,000 shares. 
North American Company, Sp. Ct. Fla., 
12/2/59. 


are not converted to 
interstate by revision of exclusive agency 


Intrastate sales 


agreements. Prior to 1946 and under ex- 
agency contracts, taxpayer 
bought goods from manufacturers out- 
side Illinois and sold them at retail in 
the state. Thereafter, in an effort to 
escape the taxation of its sales by the 


clusive 


Illinois retailers’ occupation tax law, 
taxpayer revised its contracts with the 
manufacturers to limit its authority to 
the mere solicitation of orders to be ac- 
cepted by the manufacturers and filled 
by the interstate shipment to the retail 
purchasers in Illinois. As revised, the 
contracts provided that the manufac- 
turers were to bill taxpayer for the re- 
tail price of the goods, less taxpayer’s 
commission, and taxpayer was to invoice 
the purchasers for the retail price. In 
fact, taxpayer purchased each of the re- 
sultant receivable from the 
manufacturers. Terming taxpayer's con- 
tract unsuccessful subter- 
fuge to cloak its local transactions with 
interstate immunity, the court sustains 


accounts 


revisions an 


the state’s tax assessment as one based 
upon gross receipts from intrastate sales. 
Marshall & Huschart Machinery Co., Sp. 
Ct. Ill., 1/22/60. 


Supreme Court finds Texas taxation of 
Federal lessees discriminatory. Under 
the laws of Texas, private users of 
Federal realty were taxable on the value 
of the property regardless of the term of 
their leases, while private lessees of state 
public property were taxed only if they 
held leases “for a term of three years 
or more,” and then solely on the value 
of their leasehold interests. Taxpayer at- 
tacked an assessment against its use of 
the leased Federal property on the 


ground that it constituted a discrimina- 
tion against it and the Federal govern- 
ment since lessees of state public real 
property, similarly situated, were not 
taxable. Taxpayer’s lease, being termin- 
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able, was not for “three years or more.” 
The Court agrees, ruling that the patent 
discrimination against the United States 
and taxpayer was without justification. 
The Court denies any precedential 
value to City of Detroit (355 U.S. 466) 
in which it upheld the taxation of a 
lessee of Federal realty under a Mich- 
igan statute which exempted lessees of 
state-supported educational institutions, 
on the ground that no issue of dis- 
crimination was there raised or decided. 
Phillips Chemical Co., U.S. Sp. Ct., 
2/23/60. 


Federal court enjoins South Carolina 
use tax on AEC Savannah River project. 
The U.S. and duPont brought suit to 
enjoin collection of the South Carolina 
use tax on materials purchased for the 
project, which duPont, as a dollar-a-year 
contractor, directed under the super- 
vision of the Atomic Energy Commis- 
sion. The court first holds inapplicable 
the U.S. Code provision that district 
courts may not restrain collection of a 
state tax if remedy may be had in the 
state courts. Finding that South Caro- 
lina may not allow interest if taxpayer 
pays the tax here sought to be enjoined, 
the court holds duPont would not have 
adequate remedy in the state court. Re- 
viewing the relationship between du- 
Pont and the AEC in the light of the 
leading cases on state taxes on the activi- 
ties of government contractors, the court 
concludes that duPont was the agent of 
the government; hence its purchases and 
use of the materials may not be taxed. 
One judge dissents. The effect of the 
majority decision, he says, will be to 
force states to pay interest, an abridg- 
ment of their sovereign right to refuse 
interest if they wish. Furthermore, this 
judge is skeptical of duPont’s argument 
that it acted solely for the United States, 
itself receiving only a dollar a year. It 
obviously got an enormous lead over 
possible competitors in the peaceful use 
of atomic energy. U.S. & duPont, DC 
S. C., 11/18/59. 


Lumber for mine tunnels taxed as con- 
sumed in processing. North Carolina 
taxes at a lower rate machinery parts 
and accessories sold to manufacturing 
industries, and the Regulations construe 
this as applying to tangible personal 
property used in the process of mining. 
However, the Commissioner of Revenue 
taxed the sale of lumber used in lining 
the tunnels, as they were excavated, 
under the higher rate applicable to sales 


of housing materials. Since the lumber 
was not salvaged but was abandoned 
when a tunnel became exhausted, the 
court holds it taxable as property used 
in the mining process. Campbell, Sp. Ct. 
N. C., 11/24/59. 


AEC subcontractor is taxable on per- 
sonal property used but not sold. Tax- 
payer, under contract with du Pont, 
erected a fabrication shop at the site of 
the Savannah River Plant of the AEC 
in South Carolina and furnished and 
installed ducts and casings. Under du 
Pont’s prime contract with the AEC, 
title to “materials, tools, machinery, 
equipment and supplies procured” was 
to vest in the government “whenever 
title passes from the vendor.” Taxpayer 
sued to recover state sales and use taxes 
collected on materials, equipment, and 
supplies to which it retained title but 
which were used (and, in some cases con- 
sumed) in performing its contract with 
du Pont. Taxpayer argued that taxation 
of its personal property was forbidden 
by implied constitutional immunity of 
the Government and by section 9(b) of 
the Atomic Energy Act of 1946 (opera- 
tive during the period in question but 
since repealed) which exempted the 
AEC, its property, activities, and in- 
come,” from state taxation. The court 
denies taxpayer’s claim. It retained title 
to the taxed property and was not an 
agent of the government in the procure- 
ment; therefore the constitutional im- 
munity doctrine is inapplicable. Further, 
the court holds that the section 9(b) ex- 
emption was inapplicable for the addi- 
tional reason that the property was not 
incorporated into the plant. E-G Sheet 
Metal Works, SP. Ct. So. Car., 12/7/59. 





Study of taxation of inter- 
state commerce postponed 


Tue stupy which Public Law 86-272 
ordered to be made as a result of the 
Stockham Valves and Northwestern 
States Cement decisions of the Supreme 
Court, has been postponed until next 
year, the Senate Judiciary Committee 
has announced. 

The law was passed subsequent to the 
Court’s action, to prevent taxation of 
income arising from interstate commerce 
when the only activity in the taxing 
state was a limited sclicitation. The Judi- 
ciary and Finance Committees of the 
Senate were directed to study the whole 
question and report by July 1, 1962. * 
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IRS agrees that CPA firm has saleable 


good will; caution urged in sale 


by W. FLETCHER HOCK 


The good will of a professional accounting firm is often its largest asset and its 


treatment on the sale or dissolution of the firm is often a most important firm 


problem. Difficulty has been added in recent years due to the relatively few cases 


on the tax aspects of such transfer and the unclear IRS attitude toward them. 


Mr. Hock sees in two recent IRS acquiescences (Horton and Wyler) a change 


in the IRS position but in view of the obscure language of the announcements 


autions practitioners to be sure that any sale of professional good will is most 


carefully handled. 


|" A RATHER guarded act the IRS seems 
to be indicating that it considers a 
professional firm of accountants to have 
good will which can be sold. This comes 
about through acquiescence in Wyler 
and Horton. 

In 1957, the IRS ruled that “trans- 
ferable good will does not attach to the 
business of a professional man or firm, 

. the success of which depends solely 
upon the professional skill, ability, in- 
tegrity and any other personal charac- 
teristic of the owner.” The ruling noted, 
that “Vendible good will may 
ittach to a particular firm name, if the 
right to the exclusive use of such name 
may be assigned to and exercised by the 
Therefore, it held that in 
the sale of a professional practice if 
“valid assignment of the 
right to exclusive use of the firm name, 
no portion of the sale price may be 
treated as the sale of good will” (Rev. 
Rul. 57-480). That ruling cites cases 
that did not concern the sale of good 
will; the cases dealt either with the 
transfer of good will to a business as 
invested capital or the receipt of good 
will in the liquidation of a business. 
See Providence Mill Supply Company 
2 BTA 791, D. K. Macdonald 3 TC 
720.) 

\s to the sale of good will, the IRS, 
idly enough, pointed out in Rev. Rul. 
97-480 that “in Richard S. Wyler (14 TC 


however, 


” 
issignee. 


there is not a 


1251), the court recognized that good 
will may be sold by professional men.” 
The IRS could also have cited Rodney 
B. Horton (13 TC 143) which reached 
the same conclusion and was cited in 
the Wyler decision. The IRS did not 
object to the Wyler decision; indeed, 
it cited it as authority. Therefore the 
Rev. Rul. 57-480 placed the IRS in the 
position of saying that there was no such 
thing as professional good will, while 
citing as authority a decision holding 
that professional good will can be sold! 

Recently the IRS seems to be seeking 
to extricate itself from its embarrassing 
predicament. It acquiesced suddenly in 
the Wyler decision, and coupled it with 
a reversal of its position of non-ac- 
quiescence in the Horton decision (CB 
1959-50, p.8). Strangely, though, the IRS 
has couched these acquiescences in 
rather confusing language. It accepts the 
decisions but disagrees “with some or 
all of the reasons assigned for the de- 
cisions,” whatever this is supposed to 
mean. The IRS does not give any hint 
as to what it disagrees with, so that no 
one can know for certain just what its 
objections are. Even more startling, the 
IRS in its acquiescence comments en- 
tirely ignores Rev. Rul. 57-480. One 
might suggest that the revenue~ rule 
should have been withdrawn or, at 
least, corrected. To try to find out what 
the recent acquiescences mean, let us 
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examine more closely the two decisions 
involved. 


Horton case 


Mr. Horton was a certified public ac- 
countant in practice since 1930. He had 
been a partner in the firm of Horton 
& Gould and later a partner in the firm 
of Horton & Bixler. In 1939 Bixler left 
the partnership and Horton carried the 
business on in the same name but as 
sole owner. In 1941 the business em- 
ployed six or seven accountants, carried 
on a general accounting practice of 
auditing and tax work, and produced a 
gross income of about $40,000 a year. 
Its principal assets consisted of furni- 
ture, fixtures and office supplies (worth 
about $2,500), files of audit papers, 
correspondence and other accounting 
records; and good will. 

On October 1, 1941, Horton agreed to 
sell his business and assets to another 
accounting firm. The transaction in- 
cluded “the good will,” the firm name, 
furniture, fixtures and office supplies, 
all rights in uncompleted audit con- 
tracts, and all audit records and files. 
Horton also agreed to assign to the 
buyer the lease to the office which 
Horton’s organization had occupied for 
three or four years. He further agreed 
not to use the firm name so transferred, 
not to engage in public accounting 
work in the state for six years and to 
recommend to his clients that they 
patronize the successor firm. 

Horton was to receive $2,500 for the 
furniture, fixtures and office supplies; 
$416.66 a month for three months for 
helping transfer his clients to the pur- 
chaser, and a share of certain fees to be 
earned by the successor firm over a pe- 
riod of five years. However, a part of 
the latter fees were for Horton’s under- 
taking not to compete. That is obvious 
from a reading of the agreement of 
sale, which provided that if Horton 
moved out of the state or died, his 
share of such fees would be reduced by 
50%. The only issue in the case was 
the tax treatment of the share of the 
future fees to be received by Horton. 

The court pointed out that if a seller’s 
covenant not to complete has “the func- 
tion primarily of assuring to the pur- 
chaser the beneficial enjoyment of the 
good will” it is a “nonseverable” part of 
the good will. However, if the covenant 
not to compete can be segregated as a 
separate item of the sale, it is not part 
of the good will. In this instance, the 
court held that the 50% of the future 
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{Mr. Hock is a lawyer and CPA prac- 
ticing in New York City.] 





fees which was to be paid to Horton as 
long as he was in a position to compete 
but was to be discontinued if 
he left the state or died and thus could 
no longer compete, represented con- 
sideration for a separate agreement not 
to compete. The remaining 50% of the 
fees was paid for good will. In keeping 
with both parties’ intentions that good 
will this sale, the court 
found “that good will was part of the 
assets transferred and that payment was 
Therefore, 
as payment for the good will 
would be taxed as capital gain. 
The to take it 
granted that good will can exist in a 
professional firm and that such good 
will can be sold. The only real problem 


which 


was part of 


made for it.” the fees re- 


ceived 
for 


court seemed 


was whether there was also an agree- 


ment not to compete. 


Wyler case 

Mr. Wyler was also a certified public 
formed his own firm 
under his own name in 1920. He devel- 
oped a sizable clientele and by 1943 
grossed $70,000 a year. He then wished 


accountant who 


to take things easier. He contemplated 
selling his business to a former employer 
and in the suc- 


becoming a partner 


cessor firm. However, Wyler was not 
interested in selling his practice on a 
commission basis because of a possible 
claim by the IRS that this was taxable 
income at ordinary rates. Furthermore, 
since Wyler would be selling the good 
will of his business, the IRS would most 
likely deny the buyer a deduction for 
the payments made for that asset. There- 
fore, the purchasing firm offered Wyler 
a flat $50,000 for the business and good 
will. 

Under the sales agreement, Wyler was 
become 


to a partner in the successor 


firm for a period of about two years. 
The successor would direct Wyler’s ac- 
tivities but Wyler would exercise gen- 
eral charge over his former accounts for 
the benefit of the successor. Wyler was 
not to own any interest in the good 
will or assets of the successor. He was 
to deliver his papers, files, and records 
to the successor and do everything to 
hold his clients as clients of the suc- 
cessor. The buyer would pay for the 
furniture and fixtures separately, plus 
the $50,000 for the good will. For his 
personal services as a partner in the 


firm Wyler was to receive an annual 
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salary of $10,000 or a share of the profits, 
whichever was greater. However, the 
share of the profits would be decreased 
if the business from Wyler’s clients de- 
clined. Wyler agreed not to compete for 
three years. 

The decision pointed out that “the 
courts include as a leading element of 
good will the probability that the cus- 
tomers of the old establishment will 
continue patronage.” It cited 
American Jurisprudence, 24 Section 11, 
page 808 to the effect that “good will 
also exists in a professional practice” and 
“this is a species of good will that may 
be the subject of transfer.” It cited the 
Horton decision as support for the idea 
that Wyler’s business possessed vendible 
good will. Through testimony and dis- 
cussions between the parties the court 
found, as in the Horton decision, that 
the seller and the purchaser intended 
that good will constitute the substance 
of the sale. The court had no difficulty 
holding there was no payment for the 
agreement not to compete and that the 
entire $50,000 was paid for goodwill. 
Since Wyler had no cost basis for good- 
will the $50,000 was taxed as capital 
gain. 


their 


Elements in a sale 

Examining these decisions, it is diffi- 
cult to find anything to which the IRS 
could object. Possibly the IRS believes 
that the court should have specifically 
stated the basic elements that had to be 
present to constitute a sale of profes- 
sional good will. For example, the courts 
might have listed as such elements one 
or more of the following: 

l. The in each of the de- 
cisions, established practices, 
which had been successful and that en- 
tire practice was being sold, to be con- 
tinued by the successor. It was not a 
case of an individual, such as an em- 
ployee with a large following, trying to 


sellers, 
owned 


sell some particular asset that he owned. 
There was a business and that was what 
was being sold. 

2 ene in each decision was 
not selling good will that attached to 
him personally but good will that he 
had built up for his business and which 
thereby became a part of and one of 
the assets of that business. 

3. The purchasers of the businesses 
either obtained the future services of 
the sellers of the good will or an agree- 
ment that the sellers of the good will 
would not compete, or both, so that the 
purchasers clearly owned that good will 


seller 


and were fully protected in that owner 
ship. 

4. The sellers each had a satisfied 
clientele that had produced sizeable 
profits to them. The type of clientele 
involved could easily be transferred to 
the purchasers as their clientele. The 
purchasers were qualified to render sat- 
isfactory services for that clientele and 
there was every reason to believe that 
the clientele would continue with the 
purchasers of the businesses. The clien- 
tele that had been built up by the sellers 
of the businesses could be a valuable 
asset to the purchasers by producing 
large profits for the successor firm, which 
the successor firm would otherwise never 
have enjoyed. 

Any objections of the IRS to the 
courts’ failure to outline the above cri- 
teria would seem to be unwarranted, 
since the facts and circumstances of the 
two decisions made the standards so 
clear anyway. If the IRS believes that 
the courts should have stated a require- 
ment that there be “a valid assignment 
of a right to exclusive use of the firm 
name,” that belief would seem to be 
incorrect because it has been repeatedly 
held that “good will. is not neces- 
sarily confined to a name.” (H. B. Law- 
ton 6 TC 1093 and C. C. Wyman 8 
BTA 408). In Estate of F. G. Mas- 
quelette v. Commissioner 239 F2d 322, 
there was a sale of an interest in an 
accounting business but the sale ex- 
cluded the right of the purchaser to use 
the seller’s name. The court held that 
this was “not a controlling factor” in 
determining that there was a sale of 
good will. It was pointed out that “a 
professional man would not want his 
name to be associated with the work of 
others over whom he had no control.” 

The IRS could not object to the pay- 
ment for the good will being made out 
of future profits of the purchasing firms 
because the Horton case indicated very 
that that could be done, 
now the IRS has acquiesced. 

The conclusion would seem to be that 
unless the IRS has some other unknown 
objection to these decisions, it has con- 
ceded that Rev. Rul. 57-480 is wrong 
(and it should be withdrawn), so that 
professional good will can be sold as 
a capital asset at a capital gain. How- 
ever, in any attempt to sell professional 
good will, a taxpayer should be very 
careful to avoid any problem in regard 
to an agreement not to compete and, 
also, to follow the basic principles out 
lined above, as well as any local law 
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which might limit the sale of profes- 
sional good will. 

In the sale of an interest in a part- 
careful consideration must be 
given to the possibility that the sale 
might be treated as the liquidation of 
the selling partner’s interest in the firm 
under Section 736 of the Code. In that 
event, the goodwill of the partnership 
might not be recognized as partnership 
property under Section 736(b)(2). Fur- 
thermore, if payment of the sale price 
was to be made out of future earnings of 
the business, those payments might be 
treated as fully taxable income under 
Section 736, and as income in respect of 

decedent under Section 753. w 


nership 


New decisions 





Medical partnership between physician 
bookkeeper-wife valid [Acquies- 
Taxpayer’s husband, a doctor, 


and 
nce |. 
ad been a member of a medical part- 


nership which terminated. Taxpayer 
nd husband then formed a new part- 


nership to render medical services. Tax- 


yer contributed her community in- 
erest in certain medical equipment and 
nanaged the administrative and finan- 
the the same 
uties performed by her as an employee 


] 


il affairs of business, 
f the old partnership. The new part- 
ership adopted a fiscal year ending 
31 so that taxpayer’s husband would 
have to report in the first year his 
istributive share of both the old and 
ew parnership income. The Tax Court 
cognized the partnership and found 
at its income was not taxable to tax- 
iyer or her husband until the end of 
s fiscal year. The business purpose test 
Culbertson (337 U.S. 
ed since taxpayer’s service and capital 
tributed materially to the produc- 
ion of partnership income. Testimony 
{ disinterested parties, the manner in 
hich the books were kept, reports filed 
vith governmental and the 
xistence of a partnership bank account 


733) was satis- 


agencies 


helped to establish the genuineness 

the partnership. The fact that tax- 
ayer may have been motivated by an 
nticipated tax advantage was not con- 
rolling. The court noted that, for tax 
urposes, a partnership between a pro- 
fessional and nonprofessional does not 
iolate public policy. Several decisions 
vhich refused to recognize such partner- 
hip were distinguished by the court on 
the grounds that the nonprofessional 
lid not contribute material services or 


capital. [Under the 1954 Code the part- 
nership must have the same taxable year 
as the partners.—Ed.] Nichols, 32 TC 
No. 129, acq., IRB 1960-2. 


Family partnership, invalid previously, 
qualifies under 1951 rules [Acquies- 
cence]. Taxpayers, husband and wife, 
were partners in a shoe distributing 
business. They created a trust for the 
benefit of each of their two children 
and made a gift of a 15% interest in the 
partnership to each trust. Although a 
district court and a court of appeals 
had refused to recognize the trusts as 
partners for prior years, the Tax Court 
recognizea them for a later year. Tax- 
payers are not estopped by the prior de- 
cisions since there are new facts and 
there had been a change in the law. The 
court found that the trusts qualify as 
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partners under the 1951 Code amend- 
ment since they own an interest in a 
partnership in which capital is a ma- 
terial income producing factor. Genuine 
ownership of a capital interest was 
established by the facts that the trusts 
were held out as partners, that the trusts 
received distributive shares of the part- 
nership income and, later, a 15% stock 
interest in a corporation formed to take 
over the partnership business. The acts 
cited by the government to show that 
taxpayers retained control over the 
trusts were: complete management by 
taxpayer parents; the charging of all 
partnership contributions to the par- 
ents’ shares and the charging the trusts 
with their share of income tax deficien- 
cies in prior years. Each act was reason- 
able under the circumstances. Smith, 32 
TC No. 123, acq. IRB 1960-2. 





Internal Revenue Code be 
used to end payola as it has been re- 


CAN THE 
vealed in television, and perhaps also 
to strengthen the FCC in its policing 
of advertising? Regulatory agencies 
are reported to be planning to bring 
the IRS to adopt a 
strong and public position against 


pressure on 


allowing deduction of payments 
which tend to frustrate the policies 
of the agencies. 

The doctrine that payments which 
violate public policy are not de- 
like 


lated rules, not as clear and precise as 


ductible is, most court-formu- 
statutory law. The doctrine is, how- 
ever, well established and growing. 
See for example, the discussion ‘‘Fast- 


growing public policy doctrine 
threatens many 


in 12 JTax 106, 


necessary expenses” 
February 1960. The 
leading case on the subject is Lilly 
(343 U.S. 90) in which the Supreme 
Court allowed kickbacks paid by an 
optician to doctors who had _ pre- 
scribed glasses, saying that there was 
no Federal or state law prohibiting 
such actions. The agencies believe 
that this reasoning can be used to 
disallow costs of actions they prohibit 
saying that, in view of their legisla- 
tive mandate, acts they forbid are 
contrary to law. 

The IRS has ruled on one practice 
of this kind. In Rev. Rul. 54-27 it 
took the position that kickback pay- 





IS PAYOLA DEDUCTIBLE? IRS 
BEING URGED TO TAKE STAND 


ments to purchasing agents are not 
deductible when made by taxpayers 
subject to the FTC if they constitute 
unfair methods of competition. This 
ruling immediately raises two points 
which may well constitute insuper- 
able difficulties to using the Internal 
Revenue Code to strengthen the FTC 
and perhaps other agencies. Many of 
the FTC cases are settled by stipula- 


tions in which the company, while 
not agreeing that the questioned 


practice is unfair competition, agrees 
to drop it. There is thus no deter- 
mination that the practice is unfair 
competition. Would it be desirable 
to permit deduction of costs of prac- 
tices voluntarily abandoned whereas 
deductibility may be lost if the tax- 
payer challenges the FTC in other, 
presumably more questionable, cases? 
Secondly, many of the practices 
condemned by FTC do not involve 
deductions as such. They may be un- 
fair price cuts or allowances. This 
kind of technical problem illustrates 
the hazards of using the Internal 
Revenue Code unre- 
lated to revenue raising, which is 
indeed the 
whole public 


for purposes 
the 
policy doctrine. Dis- 
allowance is an attractive gimmick 
to suggest 


basic criticism of 


orthodox 
methods are not completely success- 
ful. The practicing tax man knows, 
however, that it is no easy solution. 


when more 
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Tax Court rules businessman can’t deduct 


own entertainment or 


i pes Tax Court has never followed 
the IRS completely in its rule that 
unless the taxpayer was away from home 
overnight he was not engaged in travel. 
The Tax Court has consistently allowed 
transportation costs on these one-day 
trips [The IRS has finally agreed to 
follow this rule, see comment on TIR- 
216 in the adjoining box.—Ed.] but has 
the their 
meals on one-day trips. 


refused employees cost of 

The illogic of the court’s position 
was pointed out in these columns in 
August (11 JTAX 87). The Code says 
that traveling expense includes the en- 
iire amount expended for meals and 
lodging while away from home. If the 
Tax Court considers a one-day trip as 
travel so far as auto or other transporta- 
tion costs are concerned, then it ought 
to allow the meals consumed during the 
trip. 

Undoubtedly, the Osteen case (14 TC 
1261), in which the Tax Court denied a 
deduction for his midday meal to a rail- 
way clerk traveling a circular journey 
every day, was influenced by the reason- 
ing that to allow it to him would dis- 
criminate against those who don’t work 
in a mobile office. But it remains quite 
illogical to allow transportation costs 
but not meals to those taking occasional 
or periodic trips that do not require 
them to be away overnight. 

The Tax Court has now extended its 
meal theory to a taxpayer in business 
for himself—previous cases involved em- 
ployees. This case, Smith (33 TC No. 97) 
also presented the question of the de- 
ductibility of meals consumed by the 
taxpayer himself in the course of enter- 
taining the customers he was visiting. 
The Tax Court’s disallowance of these 


meals, as being a personal expense, 
while an obvious extension of the ra- 
tionale of the Sutter case (21 TC 170), 
is a warning that there is now no justi- 
fication for the common practice of de- 


meals on one-day trip 


ducting the entire check for entertain- 
ing customers. 


The Smith case 


Smith, a food broker, was a sole pro- 
prietor. He had claimed some $600 for 
meals, for himself and customers, pur- 
chased while he was on trips that did 
hot keep him away from home over- 
night. The Commissioner disallowed his 
meals as personal expenses but, in the 
Tax Court, conceded that Smith was 
entitled to a deduction for the cus- 
tomers’ In the absence of evi- 
dence of the cost of taxpayer’s own 
meals, the Tax Court assumed that all 
were of equal cost and determined that, 
while Smith could deduct the cost of his 
guests’ meals, he could not take the $230 
spent for his own meals while in their 
company or the $70 for meals he ate 
alone on trips. 

The deductibility of these meals was a 
secondary issue in the case and the Tax 
Court dealt with it briefly in its opin- 
ion: “These meals were consumed .. . 


meals. 


on trips . made when he did not 
spend the night away from home. The 
cost of these meals was not expense in- 
curred while ‘away from home’ within 
the meaning of the statute. They were 
personal expenses, which are not de- 
ductible . . . See Richard A. Sutter, 21 
TC 170; Fred M. Osteen, 14 TC 1261.” 

The Tax Court’s citation of Osteen is 
obviously its explanation of the dis- 
allowance of the meals consumed alone 
and Sutter, of the entertainment ex- 
pense. 


Travel 


The conflict between taxpayers and 
the IRS arises from the fact that the 
Code defines travel expense as including 
costs of meals. Obviously, there is a large 
personal element in that expense and 
so the IRS, quite expectedly, strives to 
limit the definition of travel. 

Section 162 says: ‘There shall be 
allowed as a deduction all the ordinary 
and necessary expenses paid or incurred 
during the taxable year in carrying on 
any trade or business, including . . . (2) 
traveling expenses (including the entire 
amount expended for meals and lodg- 
ing) while away from home in pursuit 
of a trade or business.’”’ In Section 62, 
dealing with deductions from gross in- 
come in computing adjusted gross in- 
come, the businessman comes under 
(1), trade and business deductions, and 
is allowed there all the deductions ap- 
plicable to business. Subsection (2), in 
dealing with trade and business deduc- 
tions of employees, provides, in (b), for 
deductions allowed by Section 161 and 
following, “which consist of expenses of 





Tue IRS has announced (TIR-216) 
that it will no longer litigate the de- 
ductibility of transportation costs in- 
curred by employees on business trips 
which take the employee outside his 
home area but do not keep him away 
from home overnight. The IRS said 
it would follow Winn (32 TC 220), 
although it considered that decision 
erroneous. In Winn the Tax Court 
held that the employee’s nonreim- 
bursable expenses for transportation 
on a 168-mile round trip which he 
had to make each month to report to 
his employer were deductible, in com- 
puting adjusted gross income, as 
travel expenses “while away from 
home,” notwithstanding the fact that 





IRS TO ALLOW TRANSPORTATION ON ONE-DAY TRIPS 


such trips were not overnight trips. 

The Service pointed out the Tax 
Court had also held that the cost of 
the employee’s meals while on such 
trips were nondeductible personal ex- 
penses and made it clear that while 
it is changing its policy on transpor- 
tation expenses, it will continue to 
disallow meals. 

The Service states that the ques- 
tion of the deductibility of transpor- 
tation costs in computing adjusted 
gross income is confined to 1939-Code 
years. The 1954 Code contains a pro- 
vision (Sec. 62(2)(C)) permitting the 
deduction there of expenses of trans- 
portation in connection with the per- 
formance of services as an employee. 
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travel, meals and lodging while away 
from home.” 

Thus for both the employee and the 
self-employed, the Code includes meals 
in travel expense, and the Tax Court is 
being logical ‘in its illogic in treating 
them alike when they are for one-day 
trips. Of course, whenever a taxpayer's 
travel status is unquestioned, as for 
more than one day, the cost of meals is 
allowed. 

Quite likely the amounts ordinarily 
spent for meals on one-day trips are not 
sufficient to justify controversy. But 
when we come to the other aspect of 
the Smith case, the tax at issue might 
frequently be substantial. The cost of a 
taxpayer’s Own meals, consumed in the 
course of entertaining customers, might 
well amount to a considerable sum dur- 
year. (We are here talking of 
meals while the taxpayer is not in un- 


ing a 


questioned travel status.) 

Neither the taxpayer nor the govern- 
ment has been unaware of the advan- 
age of being able to deduct an item 
containing so large a proportion of per- 
sonal expense as the taxpayer’s own 
sh entertainment. In its Sutter 
opinion, the Tax Court, apparently sur- 
prised, noted that the problem had not 

en previously squarely presented and 
expressly passed upon. “When a tax- 
payer in the course of supplying food 


are of 


ry entertainment or making other out- 
lays customarily regarded as ordinary 
and amount at- 
tributable to himself or his family, such 


necessary includes an 
s the payment for his own meals,” the 
court asked, “is that portion of the ex- 
penditure an ordinary and necessary 
business expense on the one hand or a 

yn-deductible personal item on_ the 
other? 

“It seems to us that while each situa- 
tion will, of course, be governed by its 
individual facts, the general principle 
ecessarily emerges somewhat as follows: 
The cost of meals, entertainment, and 
similar items for one’s self and one’s de- 
pendents is ordinarily and by its 
very nature personal expenditure 
the presumptive nondeductibility of per- 
sonal expenses may be overcome only 

clear and detailed evidence as to 
ich instance that the expenditure in 
question was different from, or in excess 
of, that which would have been made 
for the taxpayer’s personal purposes.” 

Che Sutter opinion was widely noted 
and much commented upon, and tax 
practitioners ought to feel no surprise at 


the Smith case. In Olson (TCM 1958- 


56) entertainment expenses allowed by 
the Tax Court were far less than 
amounts claimed because of the taxpay- 
er’s failure to show, with respect to en- 
tertainment, that the amounts expended 
for his own meals exceeded his reason- 
able personal requirements. 


What can taxpayer do? 


So far as entertainment is concerned, 
the taxpayer will be in a difficult posi- 
tion unless he has records far more de- 
tailed than is customary. In view of the 
current IRS drive on expense-account 
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living, it is to be expected that agents 
will press the Sutter theory. The tax- 
payer’s only defense is to keep notes on 
his share of the cost of entertainment 
and the cost of meals he customarily 
purchases when alone. If the amounts 
are substantial, the paper work will be 
worth doing. 

Entertainment is not protected just 
because it occurs while the taxpayer is 
in travel status; meals while in travel 
status are unquestioned. Meals on a one- 
day trip are currently given no protec- 
tion by the IRS or the Tax Court. * 


Sympathetic circuit court muddies 


water on what is “trade or business” 


: COMMISSIONER would probably 
have been a lot better off if he had 
not litigated the Brooks case (30 TC 
1087. rev’d CA-9, 12/21/59) in the first 
place. In return for a small deficiency 
which he might have collected by deny- 
ing a public-spirited scientist a deduc- 
tion for travel, he has now to contend 
with the very muddy waters caused by 
the Ninth Circuit’s sympathetic finding 
for the lady taxpayer. The tax practi- 
tioner can only deplore the fact that the 
court was forced to distort the law to 
work justice. This is truly a hard case 
that makes bad law. We can expect to 
see much litigation seeking to apply to 
far less loose 


worthy situations the 


definitions of profit motive in the 
Brooks opinion. The Government has 
announced that it will not appeal from 
the decision of the Ninth Circuit. 

The problem of what constitutes a 
trade or business has long plagued the 
courts. Taxpayers invariably profess a 
profit motive. To be engaged in a trade 
or business must the hope of ultimate 
profits be reasonable or need there only 
be good faith? 


The Wright case 

In Wright (31 TC 1264(1959) aff'd. 
(CA-6, 1959) an attorney with a sub- 
stantial practice decided to visit his son 
in Japan. He and his wife decided that 
it would be just as easy to make it a 
journey around the world. From these 
discussions arose the idea of writing a 
book about the trip around the world 
in the form of a daily diary, recording 
the reactions of an average woman to 
places and events during such trip. An 
author’s agent was consulted and it 
was decided that the book would be 


written with the intention to sell it. 

During the three-month trip the peti- 
tioners visited their son for four days. 
During the trip the petitioners devoted 
considerable time to working on the 
book. After their return the petitioners 
devoted the majority of their time for 
over three months to preparing the 
manuscript. They were, however, un- 
successful in their attempts to have it 
published. Neither has made any effort 
to write anything for publication since 
and, except for a legal treatise published 
10 years earlier, neither had made any 
prior to this effort. 

The Tax Court found that the peti- 
tioners took the trip for the multiple 
purposes of visiting their son, enjoying 
themselves and for obtaining facts and 
experiences which would form the basis 
for a book which they hoped and in- 
tended to have published for a profit. 

The Tax Court properly recognized 
that the fact that the activity is con- 
ducted at a loss does not preclude its 
being considered a business, nor does 
the fact that a person may be engaged 
in more than one trade or business. But 
the court required more—a continuity 
of enterprise. It stated: 

“The cost of a trip such as this, un- 
dertaken by petitioners for purely per- 
sonal reasons, turned into 
and deducted as a business expense 
merely by writing a diary en route with 
a mere hope (unjustified) that it might 
be published and bring in some in- 


come. 


cannot be 


The Wright case was easy. The hus- 
band had another business. The trip 
had multiple purposes and there was 
no continuity of activity. Mere hope to 
make a profit was not sufficient. The 
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only surprising thing about the Wright 
case is the fact that it was litigated. 
The petitioner appeared pro se, so it 
may be that an offended sense of justice 
rather than responsible tax advice led 
to this litigation.? 

In Doggett v. Burnet the court stated, 

“The proper test is not the reason- 
ableness of the taxpayer's belief that a 
profit will be realized, but whether it 
is entered into and carried on in good 
faith and for the purpose of making a 
profit, or in the belief that a profit can 
thereon, or that it is not 
conducted merely for pleasure, exhibi- 
tion, or social diversion.” (65 F.2d 191, 
1933.) 

Too many feel that these are magic 
words and all that is required is a pos- 
sibility of a profit. They neglect to read 
that in the Doggett case the taxpayer 
devoted herself and her capital to the 
activity 


be realized 


in question for years. It was 
that not the case of a 
hobby, recreation or pleasure. 


clear this was 

Unfortunately, a great many of our 
gentlemen farmers and wealthy racing 
stable owners have been allowed to de- 
duct their losses on the ground that 
their activities constitute trades or busi- 
nesses;2 not all are successful, however. 
The cases do not all appear consistent 
because, after all, in determining intent 
from objective facts, reasonable men 
differ. for deductibility, 


there has to be continuity to the activity 


can Usually, 


—the activity must be run like a busi- 
ness, and it helps if taxpayer has no 
other activity. These are factors in de- 
termining whether there exists a profit 
motive. The fact that the possibility of 
profit is remote is not significant if 
there is a potential (see, e.g., George D. 
Widener, 8 BTA 651(1927) aff'd 33 F.2d 
833 (3 Cir. 1929); Margaret E. Amory, 
22 BTA 1398 (1931); non-acq. VUI-1CB 
41; Doggett v. Burnet, supra; cf., e.g., 
Morton, 174 F.2d 302 (CA-2, 1949); Cof- 
fey, 141 F.2d 204 (CA-5, 1944). 
Although it is difficult to deny de- 
ductility to a taxpayer who, over the 
years, has engaged in activity which he 
conducted on a business-like basis 
(see, e.g., Cornelius Vanderbilt, Jr., 16 
ICM 1081 (1957) often it is clear that 
the should have 
known that he would make no profit 


has 


taxpayer knew or 
and could make no profit deductibility 
Henry P. 
TC 90 (1954) aff'd 227 F.2d 
1955), cert. den. 351 USS. 


should be denied. (See, e.g., 
White, 23 
779 (CA-6, 
939 (1956). 
Brooks is most difficult 


one of the 
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cases to arise in some time in this area. 
The taxpayer in this case was dedicated 
scientist with a “desire to benefit man- 
kind,” an “innate drive as a pure scien- 
tist,” and faith in ultimate profits from 
her activities. This case presented the 
problem of a petitioner devoting all her 
time to a commendable activity for 
many years. It also was clear that this 
taxpayer, a well-known research scientist, 
could have earned money in her general 
field and might have obtained research 
grants in her particular field. Unfor- 
tunately, Dr. Brooks didn’t try to make 
any money. 

Dr. Brooks worked in a laboratory for 
the United States Public Health Service 
from 1920 to 1926, receiving a salary of 
about $3,000 per year, plus travel ex- 
penses. She was, during that period, sent 
on trips outside the country. In 1927 
she joined the staff of the University 
of California, where her husband was 
employed. Because of the University’s 
anti-nepotism rule, she accepted a non- 
paying research appointment. From 1927 
until 1952 she worked for the university, 
receiving no pay except for short periods 
when her husband was on leave of ab- 
sence, when she took over his lecturing 
and research programs. During these 
years, Dr. Brooks received grants-in-aid 
from various sources to help defray her 
research expenses. Except to the extent 
that the grants provided for living ex- 
penses, she got no benefit from them. 

She went to Europe during 1952 and 
1953, expending approximately $3,000 
in each year for travel and living ex- 
penses. It was conceded that the travel 
was necessary in respect of her research 
projects. These were the expenditures 
in issue. 

In 1952 the University of California 
made a gift to petitioner of $1,000 be- 
cause of her involvement in tax dis- 


1 It should be noted that often taxpayers take the 
position that their activities do not constitute a 
trade or business. See, e.g. Z. Wayne Griffin, 33 
TC 68 (1959). 

2 This fact led to what is now Section 270. 

® The Tax Court specifically held that these ex- 
penditures were not ordinary and necessary ex- 
penses of her employment. The language of the 
Ninth Circuit indicates, as an alternative ground, 
that this court felt that these were ordinary and 
necessary expenses of her business as an employ- 
ee. It seems to the author that such a holding is 
clearly erroneous. One does not ordinarily or neces- 
sarily spend $3000 per year in connection with a 
$500 per year employment. In addition, the Tax 
Court had found that the travel was not required 
by the university. 

* Compare § JTAX at 282 (Nov. 1958). 

5 It should be noted that Mr. White was a man of 
substantial means while there was evidence that 
Dr. Brooks, after her husband’s death, might have 
been concerned with her financial condition. 


putes for prior years. As she was then 
supporting herself (her husband had 
died in 1948), the gift was made and 
she thereafter received a stipend of 
$500 per year from the university 
specifically designated to cover potential 
tax deficiencies. This salary was de. 
pendent on her carrying on her re. 
search activities. 

In 1927, Dr. Brooks turned down a 
lucrative job offer and, after her hus. 
band’s death, turned down another. 

The Tax Court found that she was 
not in the business of seeking grants 
or fellowships, nor was she engaged on 
her own account in the profession of 
performing scientific research for profit. 

The circuit court reversed the Tax 
Court, apparently on the grounds® that 
she stated that as a result of her re. 
search in Europe she would be able to 
acquire funds from some foundation 
in the future as salary. The court bol- 
stered its position by referring to such 
items as her profits in the past (which 
had occurred some thirty years earlier), 
The court quoted the magic language 
in Doggett v. Burnet, supra, and held 
that this taxpayer hoped to make a 
profit. 

The true basis of the decision seems 
to be that “these expenses were in- 
curred in her sole present activity, re- 
search.” This was the point emphasized 
by petitioner’s attorney during oral ar- 
gument before the Ninth Circuit. 

Here we have a case of a petitioner 
who did not try to make a profit from 
her activities. Her activities for the tax- 
able years could not possibly have re- 
sulted in profit. All she could show was 
that she thought such activities might 
result in future years, in her receiving 
grants or fellowships, which she did not 
solicit. Although the sympathy the 
court must have felt for the petitioner 
is understandable, it would seem that 
its decision is erroneous.* 

Let us examine the cases relied on by 
the court. In Cornelius Vanderbilt, Jr., 
supra, the court found significant the 
fact that the taxpayer was engaged in 
the activity continuously for many years 
and in a commercial manner. He always 
tried to make money and, in fact, had 
supported his family for many years 
from the proceeds of his activities. The 
court noted that continued losses over 
a longer period might have resulted in 
a finding that the activity was done for 
self-gratification without the prime mo- 
tive of profit. Also, this taxpayer 


grossed substantial amounts of money 
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from his activities which, significantly, 
were always in a commercial area. In 
his activity, writing and lecturing, there 
are always potential profits. 

Both of the other cases cited by the 
court as supporting its position (Mar- 
garet E. Amory, supra; George Widener, 
supra) dealt with the running of horse 
racing stables, a field in which, although 
it is risky, there are potential profits. 

Let us examine some of the 
cases distinguished by the court. 

In Henry P. White, supra, the tax- 
payer, as his sole activity (other than 
the preservation of his substantial per- 
sonal estate) operated a ballistics labora- 
tory. The Tax Court found that a man 
)f taxpayer’s intelligence could not, in 
good faith, reasonably have expected or 
intended to operate his ballistics labor- 
tory profitably.5 

In James M. Osborn, 3 TC 603 (1944) 
a non-salaried college professor claimed 
deduction for expenses involved in pre- 
paring several scholarly books, two of 
which were admittedly not potentially 
profitable, and the third stood only a 
slight chance of showing a profit. The 
alleged profit incentive was that his 
stature would be increased by these 
books, making it possible for him to 
gain future employment as, perhaps, a 
university 


now 


president or some equally 
igh academic position. Deduction was 
disallowed. 

Che Ninth Circuit distinguished the 
Osborn case on the ground that in 
Brooks the present activity was the po- 
tentially profitable one—it was not mere- 
y a stepping stone into another type of 
york. This ground for distinction ap- 
years fallacious. Dr. Brooks did not ex- 
yect to make a profit from her activities 

Europe; at best she hoped for in- 
reased prestige as a stepping stone to 
profitable activities, albeit in the same 
field. The Tax Court in Osborn felt 
hat Mr. Osborn was investing in the 
ipital structure from which future in- 
ome was to be derived. It seems diffi- 
ult to distinguish the situation of Dr. 
Brooks. 

Che Ninth Circuit has strengthened 
the test of “the sole activity of peti- 
tioner” in Brooks, and made clear that 
the probability of ultimate profits is 
ot significant. The White case had in- 
licated the development of a reasonable 
nan test; the Brooks case requires only 
good faith. 

The Wright case is a reminder that 
the floodgates are not wide open. Prob- 
bly although the Brooks case may en- 


courage some taxpayers, it will, if fol- 
lowed, probably be limited to a great 
extent, to its facts, and there are not 
many taxpayers who can present a fac- 
tual picture substantially similar to that 
of Dr. Brooks. * 


Treasury accepts pensions for 
self-employed; limits owners 


APPARENTLY CONVINCED that some kind 
of tax-deferring plan permitting the self- 
employed to deduct amounts they set 
aside for retirement years will pass 
Congress this year, the Treasury has 
dropped its adamant opposition to any 
kind of plan [see comment 11 JTAX 
169, September 1959.—Ed.] and has pro- 
posed allowing the self-employed to 
create plans that would qualify in other 
respects under Section 401. By imposing 
the standards now applicable under that 
section to corporate plans, the Treasury 
is asking for more stringent controls 
than those proposed in the various bills 
considered by Congress in recent years. 
Most importantly perhaps, the Treasury 
plan would make it necessary for the 
self-employed to include his own em- 
ployees and make provision for them 
which would meet the elaborate corpo- 
rate non-discrimination tests. However, 
the limitation on total contributions of 
deductions would be the limits set under 
Section 401, not the 10% of income up 
to $2,500 provided for in H.R. 10 now 
before the Senate Finance Committee. 
At the same time, the Treasury is re- 
viving the old 30% rule it originally 
imposed on_ stockholder-employees. It 
will be recalled that the IRS originally 
took the position that no more than 
30% of the annual contribution to a 
pension or profit-sharing plan could be 
for the benefit of employees who held 
more than 10% of the stock of the cor- 
poration (IT 3674, 1944 CB 315). The 
courts refused to uphold this rule (Volck- 
ening, 13 TC 723, acq.) and the IRS 
finally dropped it (IT 4020 1950-2, CB 
61). Now the Treasury has revived the 
idea. It proposes that when Congress 
amends the Code to permit the self-em- 
ployed to qualify plans under Section 
401, it add a new provision that will be 
applicable to both corporations and the 
self-employed. This provision would im- 
pose an overall limitation on the 
amount that could be contributed to the 
plan (and, of course, deducted by the 
corporation or the self-employed per- 
son). Not more than 30% of the total 
annual could be for 


contribution the 
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benefit of a person owning 10° of the 
firm. There would have to be special 
provisions for the self-employed with 
very few employees. Contributions for 
his benefit would have to be equivalent 
to those for the employees. 


Treasury proposals 

In a letter to Senator Byrd Fred C. 
Scribner, Under Secretary of the Treas- 
ury, took the position that a limitation 
on pension plans of closely held corpo- 
rations would be necessary to prevent 
the small enterprise run as a corpora- 
tion from being treated more advantage- 
ously than one run as a proprietorship 
or partnership. One of the restrictions 
proposed was to the effect that plans. 
for the self employed and closely-held 
corporations not be allowed to use social 
security integration rules to exclude em- 
ployees; that the right of the self em- 
ployed to make additional nondeduc- 
tible contributions to the plans (i.e. to 
use them for tax-free build up of sav- 
ings) be limited; that special rules on 
vesting and forfeiture be adopted in 
view of the virtual vesting that would 
occur when an individual or partnership 
sets up a plan; that penalties on termi- 
nations or withdrawals be provided. 

In addition to 
deductible 


the limitation of an- 
the 


plan for 10% stockholders, or partners, 


nual contributions to 
or the self employed, to one third of 
the total, the Treasury envisaged more 
complex rules than the simple allowance 
annually of 10% of income up to $2,500. 
That would remain as the basic rule, if 
it were not discriminatory against em- 
ployees. Additional contributions would 
be deductible if for each 
owner employee or partner did not ex- 


the amount 
ceed the largest annual amount vested 
in an employee. 

In addition, the Treasury urged some 
the 
ground that they are needed to prevent 


changes in present law, not on 
discrimination as between plans but on 
simply the ground that they are an 
unduly generous feature of pension 
plans — the capital gains treatment of 
lump sum distributions and the estate 
tax exclusion of benefits. 

If the Congressional committees ac- 
cept the Treasury position that pensions 
for the self employed should be co- 
ordinated with corporate pension plans, 
then the Treasury may succeed in what 
many regard as the real purpose under- 
lying these proposals: to strengthen the 
opposition to change in the law. It will 


be a defeat for equity if the just claim 
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of the self employed to tax-deferred 
pension plans of their own is defeated 
because relief for them is tied to difh- 
cult questions of undue advantage in 
corporate pension plans. % 


IRS clarifies rules on 
expense account reporting 


TAX RETURNS beginning with 1960 will 
not ask for expense account informa- 
tion about partners or corporate officers 
whose compensation plus expenses does 
not total $10,000. A $10,000 floor had 
been originally set for individual pro- 
prietorship returns only but in a re- 
vision of its original announcement the 
IRS has extended the minimum to part- 
nership and corporate returns. Several 
other clarifying changes were made by 
TIR-221 to the 
nounced in TIR-198. [See discussion of 
TIR-198 at 12 JTAX 141, March 1960. 
—Ed.| 

New provisions make it clear how the 


rules originally an- 


$10,000 floor is to be computed. For the 
corporate officer, compensation and ex- 
penses are totaled. For a partner there 
must be added his share of the ordinary 
income of the partnership. For the in- 
dividual proprietor, his net income 
from the business is to be considered as 
his compensation to which the expense 
allowance is to be added. 

The IRS says it has no special defini- 
tion of the term officer. It uses the gen- 
erally accepted meaning that an officer 
is a person who is elected or appointed 
to office or who is designated as such in 
the corporation’s charter or by-laws. 

The 


ance,” 


term “expense account allow- 
the IRS now says does not in- 
clude amounts paid for purchase of 
goods for resale in the employer’s busi- 
ness or incidental expenses such as office 
supplies or carfare; it does not include 
fringe benefits such as hospitalization 
nor does it include expense incurred 
by taxpayers rendering professional serv- 
ices to clients to whom such expenses 
will be billed. 

The TIR- 


198, had stated that if an employer was 


original announcement, 
found to be lax in requiring reporting 
from his employees then the returns of 
all employees receiving expense allow- 
ances would be checked. “The new an- 
nouncement says merely that the IRS 
will decide the extent of the examina- 
tion to be made of the individual returns 
in the light of the facts uncovered in 
the examination of the employer. 

connection with this 


In announce- 


* May 1960 


ment the IRS released Rev. Rul. 60-120 
(see below) clarifying its meaning of 





*IRS lists details that employee must 
submit to employer in accounting for 
expenses. An employee who accounts to 
to his employer for his reimbursed ex- 
penses need not report the expense and 
reimbursement on his individual return 
(unless reimbursements exceed expenses 
or he itemizes expenses in excess of the 
reimbursement). The Regulations say 
that to account means to submit a writ- 
ten statement showing the business na- 
ture and amount of all expenses broken 
down into such broad categories as trans- 
portation, meals and lodging, entertain- 
ment, and others. The IRS now rules 
that sufficient detail must be submitted 
to permit the employer to determine 
whether the expenses are necessary and 
connected with business. For example, 
it says, travel expense should be sup- 
ported by a statement of date and place 
of travel, cost of transportation, costs 
for meals, lodging and miscellaneous, 


all itemized. Supporting documents 
should be furnished for large or un- 
usual expenditures. The employer 


should require the employee to identily 
persons entertained so as to show the 
business nature of the expense and to 
show place, nature and cost and the rea- 
son why it was necessary to incur it. ‘The 
IRS 
ployer’s accounting procedures are ade- 
quate by consideration of its auditing 
routines and controls, If they are inade- 
quate, the returns of the employees may 


will determine whether an em- 


be examined and the employees called 
upon to substantiate the reimbursed ex- 
penses. Rev. Rul. 60-120. 


Cost of co-op apartment includes share 
of mortgage liability. The exemption of 
gain on sale or exchange of a principal 
residence if it is replaced by a new resi- 
dence within a year applies to a tenant 
stockholder of a cooperative housing 
corporation. The cost of a cooperative 
apartment “new residence” includes the 
tenant stockholder’s proportionate share 
of the mortgage on the building owned 
by the cooperative housing corporation 
on the date of the purchase of his stock. 
Rev. Rul. 60-76. 


Separated wife in community property 
state owns half of husband’s income. 
Taxpayer’s daughter was living apart 


_ New decisions affecting individuals 


“accounting to an employer” for ex- 
penses of what is acceptable. 


from her husband and was supported by 
taxpayer, with whom she lived. The 
court holds that as a wife living in a 
community property state she is con- 
sidered to own one-half of the income 
earned by her husband in that state, even 
though she lives apart from her husband 
and does not file a joint return. Con- 
sequently, she is considered as having 
gross income in excess of $600 and can- 
not be claimed by her parents as a de- 
pendent. Gatlin, TCM 1960-23. 


*Californian can deduct travel to N. Y. 
doctor |Acquiescence]. Taxpayer is an 
Internal Revenue Service employee, 
While living in New York, taxpayer had 
often visited a New York physician who 
was a specialist in taxpayer’s several 
diseases. After moving to California, tax- 
payer continued to make annual visits 
to New York to consult him. The Tax 
Court allowed deductions for the round- 
trip. The sole purpose of each trip was 
to consult with a doctor in whom tax- 
payer had confidence and who was 
familiar with taxpayer’s medical history. 
Taxpayer could not be required to sub- 
stitute a California physician. It is im- 
material, said the court, that taxpayer 
had in fact visited California doctors 
or that he visited friends, relatives and 
the theatre while in New York. The 
court also discounted the fact that tax- 
payer timed his visits to coincide with 
business trips of his wife, a dress buyer. 
Winderman, 32 TC 114, acq., IRB 
1960-6. 


Can’t deduct loss on sale of interest to 
children. Taxpayer purchased rights to 
timber in 1952 and bound himself to 
pay a fixed sum. Later, he sold the tim- 
ber rights to his sons for exactly what 
he paid for them. Any loss which tax- 
payer might have sustained by reason 
of additional payments under his con- 
tract is held to have resulted from the 
sale of his interest to his sons and is, 
therefore, not a permissible deduction 
under Section 267, which prohibits the 
deduction of losses from sales of prop- 
erty between members of a family. Wil- 
liams, TCM 1960-19. 


Settlement of SEC suit deductible. The 
SEC brought an action against taxpayer 


to fe 
profit 
an oO 
organ 
the | 
Taxp 
certai 
ducte 
incur 
deduc 
was I 
tinuil 
publi 
Guttr 


Ninet 
manu 
upho 
tion ¢ 
by ti 
senta 
and a 
durin 
90% 

insted 
as tax 
90% 

pense 
the sz 
as de 


Exces 
terest 
payer 
holde 
) ment: 
are fe 
and vu 
ductil 
an it 
tiated 
notes 
nomic 
credit 
Signa 


Cohai 
$500 « 
ticing 
nothi 
his e 
an an 
$500 

Delan 


Legal 
ment 

currec 
quash 
sion < 
torney 
couns 
payer 











ad by 


The 


In ¢ 


con- 
come 
even 
band 
Con- 
aving 
| can 


a de- 


N.Y. 
is an 
loyee. 
r had 
1 who 


evera 
i, tax 
visits 
Tax 
ound 
Pp was 
nm tax 
») Was 
istory. 
o sub 
is im 
‘payer 
octors 


s and 


The 
it tax 
with 
buyer 


IRB 


rest to 
hts t 
elf te 


ie tim 

what 
h tax- 
reason 
is con- 
m the 
ind is, 
uction 
its the 
prop 
y. Wil 


e. The 


xpay er 


to force him to account for certain 
profits made as a result of his position as 
an officer in a corporation under re- 
organization. The recovery would be for 
the benefit of minority shareholders. 
Taxpayer settled the suit by payment of 
certain sums to the minority. He de- 
| ducted this payment and the legal fees 


| incurred in defending the action. The 


is allowed. The settlement 
was made to avoid the expense of con- 
tinuing the litigation. It is not against 
public policy to allow the deduction. 
Guttmann, DC Pa., 2/24/60. 


deduction 


Ninety percent of auto expenses allowed 
manufacturer’s representative. The court 











upholds the Commissioner’s determina- 
tion that a Plymouth automobile owned 
by taxpayer, a manufacturer’s repre- 
sentative in Hawaii, and sold in 1952, 
and a Cadillac, bought in 1952, and used 
during the taxable years, were used only 
90% of the time for business purposes 
instead of being used 100% for business 
as taxpayer contended. Accordingly, only 





90% of the auto depreciation and ex- 
penses claimed and 90% of the loss on 
the sale of the Plymouth were allowable 
as deductions. Helfrich, TCM 160-33. 
Excessive rental payments to related in- 
terests are disallowed. Rent paid by tax- 
payer-corporation to a principal stock- 
holder in excess of $10,000, plus pay- 
) ments for insurance, taxes, and repairs, 
ure found on the facts to be excessive 
und unreasonable, and therefore not de- 
ductible. The corporation is permitted 
an interest deduction nego- 
tiated at a discount on the ground the 


on notes 
\ notes were of substance, possessed eco- 
nomic reality, and created a valid debtor- 
relationship. Potter Electric 
Signal & Mfg. Co., TCM 1960-30. 


creditor 


Cohan rule is applied to give lawyer 
5500 of entertainment expenses. A prac- 
ticing New York attorney who offered 
nothing in the way of detailed proof of 
his entertainment expenses is allowed 
an annual deduction for entertaining of 
$500 by application of the Cohan rule. 
Delaney, TCM 1960-28. 


Legal fees to quash tax evasion indict- 
ment are not deductible. Legal fees in- 
urred for services in attempting to 
quash a criminal indictment for tax eva- 
sion are not deductible. Taxpayer's at- 
torneys failed in their effort, and other 
counsel was employed to defend tax- 
paver upon the criminal charge. The 














court cites Hopkins (30 TC 1015), and 
says that the case for the Commissioner 
is stronger than in Hopkins where fees 
were disallowed involving only civil 
penalties. Schwaber, TCM 1960-25. 


“Property settlement” payments to ex- 
wife are alimony. A divorce decree al- 
located community property between 
taxpayer and her husband and, in addi- 
tion, required the husband to make 
monthly payments to taxpayer for a 
period of 10 years and one month. Al- 
though the divorce decree described 
these payments as being part of the con- 
sideration for the property settlement, 
the Tax Court decides they are, in sub- 
stance, alimony payments and includes 
them in taxpayer’s income. The court 
is influenced by the fact that a previous 
separation agreement referred to the 
payments as alimony, the payments were 
to be based on the husband’s gross in- 
come, and were to cease upon the wife’s 
remarriage or death or upon taxpayer's 
death. Ryker, 33 TC No. 104. 


Tax Court refuses to apply Cohan rule 
to determine total support. Taxpayer 
and his ex-wife both contributed to the 
support of their minor children who 
lived with the ex-wife. Although tax- 
payer proved the amount expended by 
him for support of the children, he 
failed to establish the total cost of their 
support from all sources. The Tax Court 
denies him the dependency exemption 
since taxpayer could not show that he 
furnished more than half of the support. 
Taxpayer’s argument that the Cohan 
rule requires the court to determine the 
amount of total support is rejected. The 
Cohan rule applies only where the right 
to a deduction is unquestioned but only 
the amount is uncertain; not where the 
right to the deduction is in issue, as 
here. The court also rules that amounts 
earned by a child and spent on herself 
must be counted in determining sup- 
port, even though the money was not 
spent on necessities. Finally, the court 
decides that parochial school tuition 
paid by the divorced mother for her 
children was includible in total support 
even though public schools were avail- 
able. Rivers, 33 TC No. 106. 


Meals deduction disallowed; taxpayer’s 
job was of indefinite duration. Taxpayer 
was employed by an electrical contrac- 
tor with its principal office in Austin, 
Texas, where taxpayer had his home. 
During the years 1952 to 1956, taxpayer 
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worked as foreman on several of his em- 
ployer’s contracts in Rockdale, Texas, 
about 65 miles from Austin. Taxpayer 
was provided with sleeping quarters in 
Rockdale by his employer. Taxpayer 
came to Austin each Wednesday for 
business conferences and on week ends, 
when he stayed with his family. The 
Tax Court disallows a deduction for the 
cost of taxpayer’s meals while in Rock- 
dale on the ground that he was not 
away from home. Since taxpayer's stay 
in Rockdale was for an indefinite period 
of time rather than temporary, Rockdale 
was his principal post of employment. 
Eaves, 33 TC No. 107. 


Payment to actors because of televising 
of films is income but is not subject to 
withholding. The Actor’s Guild as sole 
bargaining agent for motion picture 
workers has had provisions in its con- 
tracts providing for immediate cancella- 
tion should the producers make motion 
pictures available for television. As a 
result (until the current strike) films 
have been sold to television companies 
only after the consent of the Guild has 
been obtained upon payment of a fee. 
The IRS now rules that when the Guild 
uses the fees so collected to make pay- 
ment to the actors who appeared in the 
films, the actors receive taxable income. 
These payments are not in the nature 
of gifts. However they are not wages 
which would be subject to withholding, 
since services were not performed for 
the Guild. Rev. Rul. 60-89. 


Divorced father is denied dependency 
exemptions for children. A 
father failed 


divorced 
to sustain his burden of 
proving that he contributed more than 
half of the support of his children liv- 
ing with their mother. Dzierzawski, 
TCM 1960-16; similarly, Murray, TCM 
1960-17. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted for pub- 
lication for help wanted, situations wanted, 
business opportunities, practices for purchase 
or sale, purchase and sale of merchandise. and 
similar items. Rates per insertion: per 
line, minimurn, $3. Address copy for advertise- 
ment, together with check, to The Journal of 
Taxation, 147 East 50th Street, New York 22. 
Replies should also be sent to this address. 











ATTORNEY, member of New York Bar, 
LL.B., LL.M., (taxation) , age 31, law firm 
experience. Desires position with law firm 
or corporation. Box 510. 


CPA, MBA, LLB, Tax administrator inter- 
national firm, seeks similar position. Mid- 
west. Box 511. 
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Transferring insurance 
may tax proceeds 


Mr. A. W., 
counselor, 


a Houston, Texas, insurance 
writes that many insurance 
agents who have urged policyholders to 
transfer their insurance to their spouses 
in order to remove the proceeds on 
death from their own estates may have 
overlooked serious problems if the policy 
was purchased under one of the so- 
called “minimum deposit” or “bank 
financed” plans. Typically under these 
plans the policy, to the extent of its 
cash surrender value, is assigned as col- 
lateral for a loan which is renewed and 
increased annually. Mr. A. W. says that 
“under these circumstances it may very 
well be that the transfer of the owner- 
ship of the policy so that the proceeds 
are no longer in the transferor’s estate 
will constitute a transfer for considera- 
tion and the proceeds of insurance re- 
ceived by the transferee on the trans- 
feror’s death be subject in full to Federal 
income tax. In most cases, the transferee 
will take the policy subject to the loan 
for which the policy is collateral. The 
transfer therefore would seem 
‘transfer 


to be a 
consideration’ 
under Section 101(a) of the Code, the 
consideration being the taking of the 
property subject to the transferor’s liabil- 
ity.” Mr. A. W. also cites the case of 
Grace R. Maxson Hall, (12 TC 419 1949) 
in support of his view. What is your 
view? 


for valuable 


Can officer deduct losses 
from proxy fight? 


Mr. WILLIs Miami 
writen us of an interesting question he 


DENTON of has 
had to answer a few weeks ago in con- 
nection with preparing a tax return. 
His officer and 
stockholder of a publicly owned com- 


client is a corporate 


pany. The company faced a proxy fight, 


and if the insurgents won, he would 


have been faced with loss of his $100,000 
a year position as an officer of the com- 
pany. In his efforts to win the proxy 
fight and maintain his position, he in- 
duced a number of his friends to buy 
shares in the company by personally 
guaranteeing them that he would re- 
pay them any losses they might suffer. 
The officer won his proxy fight, but his 
friends had losses when they later sold 
their shares. The officer paid them the 
amount of their losses as he had agreed. 
Mr. Denton concluded that the amounts 
paid by the officer constitute a deduct- 
ible loss. What is the chance of his being 
able to sustain this position? 


Partner’s short year can 
bunch income 


LAST MONTH wc pointed out a possible 
trap for a taxpayer who wanted to 
change from a calendar year to a Jan- 
uary 31 fiscal year to coincide with the 
fiscal year of a partnership of which he 
was a The one-month short 
period return required to effect the 
change would seemingly include his dis- 
tributative share of the partnership in- 
come for its entire year ending January 
31. When you annualize this income by 
multiplying by 12 computing the tax 
on the resultant amount and dividing 
by 12, there seems to be a severe tax 
penalty for making this change. 

One reader, a Boston public account- 
ant, thought this result could be avoided. 
“When annualize,” he writes, 
“multiplying the income of the month 
by 12, the fact that that month includes 
a full year’s partnership income pro- 


member. 


you 


duces a result that does not clearly re- 
flect income. I think the requirement 
that income is clearly reflected is ap- 
plicable to a change of accounting 
period. They can’t require a computa- 
tion which penalizes you in this way.” 
Of course, it is true that the taxpayer 
initiated the request for a change, so if 








the computation is disadvantageous to 
him, he may have no cause to complain, 

Irving Evall, a New York City CPA, 
with the firm of David B. Jacobs & Co., 


writes: “While it is true that Section 
443(a)(1) would require the ‘startling re- 
sult’ mentioned in your comments, Sec- 
tion 443(a)(2) would provide relief in 
the situation in question. Section 443(a) 
(2) provides that, upon application, the 
tax for the short period may be reduced 
to the greater of the following: ‘(1) an 
amount which bears the same ratio to 
the tax computed on the taxable income 
for the 12 months-period; or (2) the tax 
computed as the taxable income for the 
short period without placing the taxable 
income on an annual basis.’ 

“The 12-month period referred to 
above would in most cases, begin on the 
first day of the short period. Therefore, 
the tax would be approximately $7,000. 
Unfortunately, there does not appear 
to be any way by which the taxpayer 
may postpone the payment of the $19, 
000, because of the annualization, de- 
spite the fact that it is certainly a rea. 
sonable expectation that the tax, as com- 
puted pursuant to Section 443(a)(2), will 
ultimately prove to be far less than that 
out in 
Section 1.443-1(a)(2)(v)(A), 
the benefits of Section 443(a)(2) must be 
applied for as a claim for refund.” 


amount. Instead, as pointed 


Regulation 


Unanimous opinion on loss 
cearryback in Sec. 1301 case 


Mr. CoweEn’s QUESTION in last month's 
issue, on the interplay of the net operat- 
ing loss carryback and a computation 
under Section 1301 (long-term income) 
brought unanimity of opinion. In the 
example presented last month, the tax- 
payer had a 1959 net operating loss 
which carried back to 1956. He also had 
an item of Section 1301 income which 
he received in 1958 which 
spread back to 1956. Three readers were 
of a single mind that the Section 1301 
computation should be reworked in an 


was also 


amended 1958 return so as to be based 
on the 1956 income after the carryback 
of the 1959 loss. They cited the regula- 
tion Section 1.1301-2(d)(2) requiring that 
net operating loss carryovers and carry- 
backs be given effect in Section 1301 
computations. One reader, a Texas at- 
torney, phrased his views: 

“This section of the Internal Revenue 
Code is clearly designed to put the tax- 
payer in no worse position that he 
would have been if he had actually re. 
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ceived the income to be allocated over 
the years to which it is allocated. Also 
the Regulations say that the tax 
attributable to the Section 1301 compen- 
sation shall take into account the effect 
of amounts of compensation allocated to 
any taxable year with respect to loss 
carry-backs or carry-overs. Since 
Section 1301 is a relief provision, I think 
that Congress and the Revenue Service 
intended to permit the full use of loss 
carry-backs and carry-overs in the Sec- 
tion 1301 computation.” Your editors 
are naturally suspicious when three prac- 
titioners can agree so completely on the 
answer to a problem such as Cowen’s 


Can grantor specify that 
capital gains be distributed? 
A TRUST OFFICER Of a leading mid-west 
bank writes: ‘““The questions which have 
been discussed in the January and 
March 1960 issues of the magazine relat- 
ing to short term trusts have been quite 
interesting to me. In particular, the 
question of to whom the capital gains 
are taxed in case the grantor’s death 
occurs prior to the realization of a capi- 
tal gain in a_ short-term trust has 
aroused special interest because I know 
of at least one or more instances where 
provisions have been included in the 
short-term trust instrument stating that 
not only the income, but also any capi- 
tal gains realized during the existence 
of the trust, shall be distributed to the 
beneficiary. 

“Assuming that the income tax impact 
on Capital gains realized in a short term 
trust can be shifted to the beneficiary by 
including such a provision in the trust 
agreement, would this not eliminate the 
problem of where the trust capital gains 
are to be taxed after the death of the 
grantor? 

“On the other hand, problems of valua- 
tion may arise with respect to the de- 
termination of the gift tax liability of 
the grantor if capital gains are required 
to be distributed to the grantor and, 
also, the calculation of the value of the 
grantor’s reversionary interest may like- 
wise be complicated if his death occurs 
during the existence of the trust. In con- 
nection with the gift tax valuation ques- 
tion, I would like to ask the opinion of 
other tax practitioners as to the proper 
method of computing the value of the 
gift to the beneficiary of a short term 
trust where capital gains are required to 
be distributed to him along with in- 
come.” 
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SUPREME COURT ARGUMENT STRESSES IRS POLICY 


Tue Department of Justice and counsel 
for the taxpayers all emphasized con- 
sistency of IRS policy (or lack of it) in 
their oral argument before the Supreme 
Court in three related cases dealing with 
useful life and salvage value: Hertz (268 
F.2d 604, CA-3); Evans (264 F.2d 502, 
CA-9); and Massey Motors (264 F.2d 552, 
CA-5). 

The three cases were argued in the 
Supreme Court late in March. The 
impending decision in these cases, plus 
recent hearings on the subject, and the 
current IRS survey of 6,000 companies 
on their attitudes and practices on de- 
preciation, all contribute to great diffi- 
culty in current planning involving de- 
preciation. 

The position of the Government, as 
presented by Howard A. Heffron, first 
assistant to the Assistant Attorney Gen- 
eral, Tax Division, was that the IRS has 
always defined useful life as meaning 
useful to the taxpayer, not inherent eco- 
nomic life. In the Evans case, the Ninth 
Circuit, in holding for the taxpayer, had 
reviewed this issue carefully and devoted 
much of its long opinion to the rea- 
sons why it thought the 1954 Regula- 
tions represented a change in policy 
from inherent life to use in the business. 
It allowed the taxpayer to use inherent 
life in the pre-1954 years involved. The 
questions from the bench during the 
recent oral argument indicated that the 
Supreme Court Justices were much con- 
cerned with the Evans opinion on this 
point. 

When Justice Harlan remarked that 
the nub of the difficulty lay in the pro- 
visions of the law allowing capital gain 
on sale of depreciable business assets 
and referred to several refusals by Con- 
gress to end that benefit to taxpayers, 
Mr. Heffron insisted that the issue was 
one of proper depreciation practices and 
said that if there were no capital gain 
opportunity involved the Treasury 
would still insist on useful life to the 
taxpayer as necessary to produce depre- 
ciation allowances that properly reflect 
income. 

Edgar Bernhard, of Chicago, repre- 
senting both Evans and Hertz, stressed 
pre- 1954 rulings and cases as showing 
that useful life had been interpreted by 
the courts and the Treasury as meaning 
inherent economic life. Similar argu- 
ments were presented for Massey Motors 


by William R. Frazier of Jacksonville. 
The Ninth Circuit’s opinion in Evans, 
so much discussed in these oral argu- 
ments, was recently criticized by Vance 
N. Kirby, who was Tax Legislative 
Counsel for the Treasury from 1948 to 
1953, in a paper published in the North- 
western University Law Review (Vol- 
ume 54, pages 434-454). He too reviewed 
the early rulings and cases and con- 
cluded that “unfortunately, in the years 
prior to the 1954 Code. . . . there was 
confusion in the Revenue Service itself” 
and he quotes rulings quite contradic- 
tory on the meaning of useful life. This 
confusion he finds in the lower courts, 
too, particularly in the Tax Court, the 
reason for the confusion being that in 
none of the cases was the issue squarely 
presented as economic useful life v. ex- 
pected period of utility to the taxpayer. 
Mr. Kirby says that the Evans case is the 
first in which the issue was really liti- 
gated. He criticizes the Evans court for 
giving so much weight to lower court 
cases and cites instead the language of 
the Supreme Court in Ludey (274 U.S. 
295): “The . . . allowance for deprecia- 
tion is the sum which should be set 
aside . . ., in order that, at the end of 
the useful life of the plant in the busi- 
ness, the . Sums set aside will (with 
the salvage value) provide an 
amount equal to the original cost.” 
Both Evans and Massey concerned 
years under the 1939 Code and the argu- 
ment of the Government is that the 
meaning of useful life spelled out in the 
1954-Code regulations, representing no 
change in this position, is the same under 
the 1939 Code. Thus the validity of the 
1954 regulations as such is not in issue. 
Hertz does involve a 1954-Code year and 
the Third Circuit in finding for the 
Government found that the 1954 regu- 
lations had made no change in the 
established meaning of the phrase use- 
ful life. The Supreme Court will there- 
fore be faced with the issue of the 
validity of the current Regulations only 
if it first finds that they did represent a 
change of IRS policy. Then it would 
have to answer the question of the right 
to make that change. The District Court 
decision in Hertz (165 F. Supp 261) had 
concluded that 1954 Regulations were 
a change but it had found it justified by 
the changes in the depreciation provi- 
sion of the Code made in 1954. % 
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